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Coming—'t was not only Hamlet who 
chaffed at the law's delay. Modern tax- 
payers do the same and are confounded 
sometimes by the law's uncertainty and 
counsel's hunt for a sympathetic forum. 
You will especially enjoy the analysis on 
“Achieving Uniformity Among the Eleven 
Courts of Last Resort’’ by Peter K. Nevitt. 


The 1954 Code attempted to clarify the 
application of the net operating loss deduc- 
tion. In some respects it did, and in some 
respects it did not meet its own standard 
of clarity. What more should be done is 
an in-between-the-line question answered 
by George Brody's ‘‘Net Operating Loss 
Deduction.’ 


Professor Robert S. Holzman comes up with 
a succinct article on a narrow question— 
that of the tax status of indemnity payments 
to Nazi victims. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative eco 


FEDERAL 
TAXES 


THe PETITIONERS, equal partners in a 
company engaged in the numbers business, made certain that the 
partnership company kept adequate records. A master tape would 
be prepared in duplicate on an adding machine for each day’s 
play. That tape would disclose the gross receipts and total win- 
ning slips of the day. One set of the daily master tapes was sent 
weekly to an accountant who transcribed the data upon journal 
sheets. The accountant prepared the income tax returns of the 
partnership and of the petitioners, which accurately reflected the 
data appearing on the tapes furnished to him. The Commissioner 
determined deficiencies in income tax for each of the partners by 
reducing the amount of the winning slips so that they represented 
28 per cent of the gross receipts. The Tax Court found that 
although the activities of the partnership company were illegal, 
the income tax returns were correct.—Masucci, CCH Dec. 21,586 
(M), 15 TCM 203. 


But in Fixler and in Jnukai, CCH Dec. 21,602(M), 15 TCM 
214, the petitioners were not so fortunate. Here, the two peti- 
tioners and another operated a tobacco shop and a bookmaking 
business as a partnership. The Commissioner’s determinations 
that the amount.of pay-outs on bets was less than that claimed 
by the partnership and that there were deficiencies due from each 
petitioner were sustained. 


A TAXPAYER is entitled to recover his cost 
of a prepaid expense once and only once. Therefore, where a 
taxpayer, whether intentionally or by honest mistake, expenses 
in one year an expenditure which should be prorated over several 
years, he cannot correct the mistake so made in an earlier year, 
now barred by the statute of limitation, in a subsequent year 
which is still open, since his cost has been completely recovered 
(Waldheim Realty and Investment Company, CCH Dec. 21,617, 25 
TC —, No. 140). In this instance, the petitioner, a cash-basis 
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taxpayer, deducted insurance premiums paid during the years 
1950, 1951 and 1952, even though the insurance coverage so pur- 
chased extended to years subsequent to 1952. The Tax Court 
agreed with the Commissioner's determination of deficiencies for 
the taxable years in controversy on the basis that a cash-basis 
taxpayer must prorate insurance premiums paid in one year over 
the term of coverage purchased with such premiums. 


MereELy FILLING IN the income tax re- 
turns is not sufficient. The petitioners, husband and wife, failed 
to file income tax returns for the years 1948, 1949 and 1950, even 
though an accounting firm had filled in the income tax forms for 
the taxpayers. Deficiency assessments made by the Commis- 
sioner, including fraud penalties, were upheld on the grounds 
that the taxpayers were fully aware of their legal duty to file 
income tax returns and that the taxpayers deliberately refrained 
from executing and filing the forms, prepared and delivered to 
them by the accounting firm, as their returns for the taxable 
years. The petitioners unsuccessfully attempted to excuse their 
failure to file by claiming that they intended to file the returns 
and pay the taxes due as soon as the government paid them for 
work which they had done for it—Jones, CCH Dec. 21,590, 25 
TC —, No. 124. 


Ar LONG LAST, the much-litigated con- 
troversy involving the taxability of a rental allowance paid to a 
minister as part of his compensation has been settled. Court 
decisions to the effect that such payments are exempt from federal 
income tax have been accepted by the Internal Revenue Service 
and it no longer will litigate the point. In view of the fact that the 
1954 Code excludes such allowances from gross income to the 
extent used to rent or provide a home, I. T. 1694, II-1 CB 79 
(1923), which holds such allowances not exempt, has been 
revoked.—Rev. Rul. 56-58. 


An AUTOMOBILE DEALER kept its books 
and reported income on an accrual basis. It sold deferred 
payment notes, secured by sales agreements, which it received in 
payment for automobiles, to a finance company. The finance com- 
pany withheld part of its payment to the dealer for each note, 
as agreed upon, as a dealer’s reserve which it credited to the 
dealer’s account on its books. The amounts held as dealer’s re- 
serves and credited to the dealer’s account on the books of the 
finance company are includable in the dealer’s taxable income.— 
William Koch Motors, Inc., CCH Dec. 21,495(M), 14 TCM 1322. 
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EXPENSES INCURRED by a fireman for 
meals consumed at a fire station are not deductible as traveling 
or business expenses, even though the fireman is on a 24-hour 
shift during which he must remain at the fire station overnight 
and cannot leave his station for meals. This is also true where 
the fireman is assigned on different days to different locations 
within the same city or general area.—Rev. Rul. 56-49. 


D EPENDENCY EXEMPTIONS were dis- 
allowed in the following two cases: A farmer failed to prove that 
he supplied more than one half of his son’s support during 1946 
when the son was in the army and, later in the same year, in 
college under the G. I. Bill—Romine, CCH Dec. 21,538, 25 TC —, 
No. 98. 


In the second case, a child who won a $750 bond, which she 
was required to include in gross income, could not be claimed 
as a dependent by her father.—Solomon, CCH Dec. 21,552, 25 TC 
—, No. 108. 


A GOOD DECISION to read at this time of 
the year is Brookfield, CCH Dec. 21,615(M), 15 TCM 248. This 
is a Cohan-rule case. It involves the figures of a salesman whose 
expenses were in part reimbursed by his employer. It also in- 
volves the denial of a deduction for amounts expended by the 
salesman, in his business as a salesman, for entertainment of his 
customers where he believed that to submit them to his employer 
for reimbursement would subject him to criticism. He also ab- 
sorbed expenses when he felt that they were higher than his 
employer would be willing to allow. Some expenses were allowed 
under the Cohan rule—for instance, the taxpayer contended that 
business journals and magazines cost him $65 a year. He was 


allowed $25. 


lr YOU CHANGE a gravel driveway to a 
cement driveway, construction is not a repair of an old, unsatis- 
factory driveway but a completely new installation. Hence, con- 
struction costs are not deductible—Jones, CCH Dec. 21,509, 25 
TC —, No. 124. 


THE LAW PROVIDES that the basis of 
assets to a purchaser is his cost. Therefore, the basis of assets 
acquired by a corporation in a taxable exchange for its stock is 
the fair market value, of the stock used to purchase the assets 
and not the fair market value of the assets purchased.—Rev. Rul. 
56-100. 
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New Stopgap Formula 
for 1955 Taxation 


of Life Insurance Companies 


Washington Tax Talk 


The President 


A new stopgap formula for the 1955 taxa- 
tion of life insurance companies was signed 
into law by President Eisenhower on March 
13. The measure, H. R. 7201, will up the 
tax bill of life insurers by an estimated 
$51 million over what they would have paid 
under the previous stopgap formula, but 
their taxes will be less than they would 
have been if the taxing formula had re- 
verted to that of the Revenue Act of 1942. 


The new system for 1955 taxes life in- 
surance companies at regular corporate rates 
and incorporates a specific 87% per cent 
deduction on the first $1 million of net in- 
vestment income and 85 per cent on the 
balance. Relief for small insurance companies 
is the goal of the treatment for the first $1 
million of net investment income. Relief 
is also continued for companies whose earn- 
ings are less than the amount of interest 
required to meet their own policy obligations 
through the special “reserve interest credit.” 


The percentage deductions mentioned above 
apply only to net investment income al- 
locable to regular life insurance business. 
Income from nonlife insurance business will 
be taxed as if such income were the income 
of a mutual casualty company. This means 
that life companies will pay the higher of 
(1) a tax at regular corporate rates on their 
net investment income from nonlife insur- 
ance business or (2) a tax at the rate of 1 
per cent on the gross investment income 
from that business plus premiums (less 
dividends) on those policies. 


New insurance companies are provided 
special relief treatment during their first 
nine years of operation, or the first ten 
years if the first year is a short one. The 
relief relates to the excess investment in- 
come which a new company may have 
at the outset. Such excess would ordinarily 
be taxed at full corporate rates. The provi- 


Washington Tax Talk 


sion permits a new company to use as an 
alternative tax base its total income before 
tax, as reported on the annual statement 
to the National Convention of Insurance 
Commissioners, thereby taking into account 
any excess of its insurance expenses over 
its premiums. Taxation of excess invest- 
ment income thus would be limited to that 
part not used to cover deficits incurred in 
establishing the life insurance business. 


The maximum limitation of the “reserve 
and other policy liability deduction” is eased 
for certain mutual assessment life insurance 
companies that must keep a deposit with 
state insurance departments. Their recog- 
nized life insurance reserves earn interest, 
but the policy contract does not specify a 
required interest on such reserves. To pre- 
vent the entire interest earned from being 
deemed excess interest, H. R. 7201 presumes 
a required interest up to 3 per cent in this case. 


The new law changes the definition of 
the gross income of life insurance com- 
panies, adding to interest, dividends and 
rents the following: (1) royalties; (2) 
amounts received in connection with agree- 
ments entering into, altering or terminating 
leases and mortgages; and (3) income de- 
rived from the operation of a noninsurance 
business. Related deductions are allowed. 


To prevent abuses of life insurers’ special 
tax treatment, the new law imposes an over- 
all ceiling upon the reserve and other policy 
liability deductions. If, on the basis of its 
actual commitments, the investment income 
is far greater than what is necessary, in- 
stead of deducting the normal percentage, 
87% or 85 per cent, a ceiling would be im- 
posed that is roughly 200 per cent of the 
interest requirements on life insurance re- 
serves, plus the actual interest commitments 
on contracts not involving life contingencies, 
plus dividends to policyholders. 


Life insurance companies have been taxed 
on a stopgap basis since 1948. The formula 
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has changed from time to time. In the 1954 
Code, the formula in operation during the 
years 1951-1953 was continued for one year. 
In 1955, however, no legislation was en- 
acted for that year. 


While H. R. 7201 provides that life in- 
surance taxation shall revert back to the 
formula provided by the 1942 Revenue Act 
after 1955, the Senate Finance Committee, 
in its report on H. R. 7201, said this was 
not because it approved the 1942 act’s 
formula, but rather because it is the method 
of taxing life insurance companies at the 
present time. The so-called stopgap formula 
in use since 1950 has not been extended 
beyond 1954. Congressional intention is still 
to find, in accordance with a statement of 
the Secretary of the Treasury, “a method 
of taxing life insurance companies like other 
business, on the basis of their entire income 
from all sources, with appropriate deduc- 
tions for their expenses and additions to 
their reserves against policy contracts... .” 
The committee reported that it expected 
“that additional legislation will be initiated 
in the House during this year relating to 
the taxing of life insurance companies for 
the future.” 


The Congress 


The Administration-approved bill (H. R. 
9166) to maintain corporate and certain 
excise tax rates at the current level for 
another year was passed by the House on 
March 13. Senate approval is expected 
momentarily. The bill would maintain cor- 
poration income tax rates at 52 per cent. 
The tax on gasoline, diesel fuel and special 
motor fuels would remain at two cents per 
gallon. The rate of tax on trucks, busses 
and semitrailers would remain at 8 per cent; 
the rate on automobiles and on trailers (ex- 
cept house trailers) used in connection with 
them, at 10 per cent; and the rate on parts 
and accessories for motor vehicles, at 8 per 
cent. Other excise taxes which would re- 
main at current levels until April 1, 1957, 
include those on distilled spirits ($10.50 per 
gallon), imported perfumes containing dis- 
tilled spirits ($10.50 per gallon), cordials 
and liqueurs containing wine ($1.92 per gal- 
lon), wine in various classifications (17 cents 
to $3.40 per gallon), beer ($9 per barrel) 
and small cigarettes ($4 per thousand). 


The Highway Revenue Act of 1956 (H. R. 
9075) is being rewritten by the House Com- 
mittee on Ways and Means to conform to 
its amendments. A new tax on camelback 
(tread) rubber, and additional taxes on 


230 


April, 1956 @ 


gasoline, diesel fuel, special motor fuels and 
tires would be imposed for an additional 
year—to July 1, 1972. Camelback rubber 
used on nonhighway vehicles would be ex- 
empted. Trucks having a gross weight over 
26,000 pounds and used on public highways 
would be subjected to a license fee of $1.50 
per 1,000 pounds or fraction thereof. A 
study by the Department of Commerce and 
the Interstate Commerce Commission is 
provided for. The study would determine 
differentials in construction costs for differ- 
ent types of highway users. A trust fund 
would be established for the highway pro- 
gram’s receipts and expenditures. Present 
revenues from gasoline, diesel fuel and spe- 
cial motor fuels, as well as new revenue 
from the bill, would begin to be placed in 
the fund beginning July 1, 1956. Revenues 
from the present tax on tires and tubes 
would be placed in the fund beginning July 
1, 1957. All city bus transportation would 
be exempted from the bill’s provisions. 


The Senate Finance Committee has ordered 
reported a modified version of H. R. 5265, 
which would exempt persons traveling out- 
side the United States from the 10 per cent 
excise tax on transportation. The Senate 
committee version makes changes that would 
exempt from tax the United States leg of 
a foreign trip, would continue the tax on 
trips penetrating the borders of Mexico or 
Canada by only 225 miles and would con- 
tinue the tax on trips between the United 
States and Alaska or Hawaii. 


The Supreme Court 


The question of who gets the percentage 
depletion on the net profits received by up- 
land owners from whose property wells are 
drilled for offshore oil—the oil company or 
the property owners—was settled in favor 
of the property owners in Southwest Ex- 
ploration Company, 56-1 ustc J 9304. This 
settles a conflict between federal courts. 
The Court of Claims, in Huntington Beach 
Company, 55-2 ustc J 9564, 132 F. Supp. 718, 
had held in favor of the property owners. 
The Tax Court and, later, the Ninth Cir- 
cuit, in Southwest Exploration Company, 55-1 
ustc § 9279, 220 F. (2d) 58, had held for 
the oil company. Combining the two cases, 
the Supreme Court agreed with the Court 
of Claims. The Court decided that even 
though an oil company has the sole right, 
under a state lease, to drill for the sub- 
merged oil, the upland owners on whose 
lands the wells are located have an eco- 
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United States Income Taxation 
of the Foreign Holding Company 


By ANDREW W. BRAINERD, Chicago Attorney 


The matter of substantiation in our tax statutes and case law for the use of 

the ‘‘foreign holding company” at this time is of prime interest to a 

large number of companies which have already undertaken, or are now beginning, 
foreign business relationships. It was for this reason that the author 


prepared his article on the subject. 


In it, he examines Internal Revenue Code 


provisions as they apply to the formation of such 

companies, and sets forth the ‘‘written markers"’ in the body of 

our case law which indicate generally the boundaries 

which circumscribe both the formation and the utility of these entities. 


‘MT HE PASSAGE of a technical term into 

lay parlance, an increasingly familiar 
phenomenon in our world of technologies, 
usually occurs at the expense of precise 
thought both within and without the pro- 
fession in which the term arose. The “law” 
of supply and demand, the atom bomb, and 
ethyl gasoline exemplify the principle with- 
out belaboring it. Once lost to general 
usage, such terms employed in their pro- 
fessional sense no longer carry the accuracy 
of their geneses, and those who would iden- 
tify their subject with particularity are 


impelled to create new labels. The terms 
“holding company” and “foreign holding 
company” have probably entered this cate- 
gory insofar as those terms may be regarded 
as ever having had any technical connota- 
tion under our tax laws. At least, this 
conclusion appears justified in the light of 
a variety of writings in business,’ newspaper * 
and other lay publications of some scholar- 
ship which easily refer to the widespread and 
growing use of “holding companies” of an 
international complexion that have _ resulted 
in significant tax savings to their creators. 





1 Excellent examples are to be found in the 
June 24 and July 1, 1955 issues of Business In- 
ternational: ‘‘How United States Companies 
Abroad Secure Benefits of Profit Sanctuaries,”’ 
and the October 1, 1955 issue of Business Week 
at p. 122: ‘‘They're Doing It in Panama."’ 

2On July 7, 1954, the Wall Street Journal 
featured an article on ‘‘tax havens’’ which is 
still referred to with surprising frequency. In 
accepting the reported existence of more than 
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2,000 Liechtenstein corporations belonging to 
United States interests, many readers have 
been led to consider how such a figure was 
ascertained, one of the ‘‘advantages’’ claimed 
for incorporation there being the opportunity 
of concealing the identity of principals. In- 
formed opinion associates these companies 
largely with individual holdings rather than as 
entities forming a part of an affiliated corporate 
group. 
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The issue would be one surely without im- 
portance if it were not for the fact that 
today’s thinking business executive inten- 
tionally exposes himself to literature of this 
character, in the financial interest of his 
employer. The repeated advancement of 
the “foreign holding company” idea in time 
leaves an impression which is sometimes 
followed by referring the matter to sober 
professional inquiry. At this point the busi- 
nessman and the professional person com- 
mence using a term which is “obviously” 
common to both, but which, under such cir- 
cumstances, in reality has quite different 
meanings for each. This study endeavors 
to reconcile the lay concept of the function 
of this vehicle of international business and 
foreign income with our statutory and case 
law, to point out its technical utility and 
limitations primarily in the field of tax, but 
having several ramifications in closely al- 
lied fields which, in deference to objective 
presentation, command present inclusion. 


Analysis of Present Law 

It seems to have become the vogue, in 
writing on our country’s law which taxes 
foreign income and operations abroad, to 


stress its deficiencies and to offer sugges- 
tions for the redrafting of this legislation. 
In such respects the present article is weak 
indeed. Carefully weighed proposals for 
fundamental change in the taxing of this 
income are worthy of the most serious 
consideration, especially in the light both 
of the President’s expressed policy that 
business income from’ abroad receive prefer- 
ential tax treatment and of the perhaps 
fortunate demise of H. R. 8300. But in 
thinking about new legislation we are con- 
fronted by the fact that it has taken almost 
40 years to construe, with even the moder- 
ate degree of present thoroughness, the 
eight words* upon which hinge all of our 
statutes taxing foreign income. Again, our 
tax policy of distinguishing the identity 
(and, therefore, taxability) of a company 
on the basis of the place of incorporation 
rather than on the nationality of its share- 
holders or the place of its residence or 
central office, a concept which appears to 
many as unfortunate, stands undeniably as 
one of the early pillars of our law.’ It is, 
therefore, extremely doubtful that these 
familiar constructs will disappear, for they 
form the basic tools which are thrust upon 





* The phrase ‘‘income derived from sources 
within the United States’’ first appeared in our 
law in 1916 (1916 act, Sec. 1(a), 10). See 
Standard Marine Insurance Company, Ltd., 
CCH Dec. 1627, 4 BTA 853. With almost no 
variation it has been consistently used since 
that time. Today it appears in all of our basic 
Code sections taxing foreign income. 

*This subject has been treated often and 
thoroughly. See Kronstein, ‘‘The Nationality 
of International Enterprises,’’ 52 Columbia Law 
Review 983. Rabel's Conflict of Laws: A Com- 
parative Study, Vol. 2, pp. 31 and following, 
compares concepts of company identity under 
the Continental, Anglo-American and other legal 
systems: ‘In all common law countries a cor- 
poration lives under the law under which it 
has been created or incorporated . . Cor- 
porations usually have their central office in 
the country where they obtain incorporation, 
but not necessarily so, and in the United States 
often not."’ The incorporation of a company 
in another country, foreign as to France, where 
it is intended that such company do business 
only in France, is regarded as a ‘“‘fraud’’ on 
the French law of corporations (Rabel, work 
cited, at p. 43). ‘In a great majority of coun- 
tries, the American view is shared that it is 
no fraud or evasion of the laws of the state for 
its citizens, intending only to act in their own 
state to have formed themselves into a corpo- 
ration under the laws of another state.’’ (Rabel, 
work cited, at p. 55.) 

The state where incorporation is obtained 
may not wish its company laws to be utilized 
by persons not intending to do business in that 
jurisdiction. Switzerland, for example, with- 
drew the incorporation privilege from a num- 
ber of foreign-controlied companies which were 
incorporated under its laws, but did no busi- 
ness there (Burckhardt, 3 Bundesrecht 1022 III). 
Belgium has done the same (Trib. civ. Bruzelles, 
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February 26, 1923, Novelles Belges, 3 D. Com. 
676, Sec. 5202). According to 13 University of 
Chicago Law Review 240, the Chinese corpora- 
tion law does not permit the qualification in 
China of a non-Chinese corporation not actually 
engaged in business in the jurisdiction of its 
incorporation. A review in some detail of the 
English, Canadian and Australian concept of 
the ‘‘place of residence’’ of a corporation, which 
determines taxability in those countries rather 
than the ‘‘mere’’ place of incorporation, ap- 
pears later in this article; the distinction be- 
tween this concept and the United States’ 
practice of taxing all income of a domestic 
corporation because it happens to be incorpo- 
rated in this country, supplies the background 
for one of the most satisfying solutions to the 
‘‘foreign holding company” situs question, as 
later set forth in this study. 

5*‘A corporation is an artificial being, in- 
visible, intangible, and existing only in con- 
templation of law.’’ (Dartmouth College v. 
Woodward, 4 Wheat. 518, 636.) ‘‘A corporation 
can have no legal existence out of the boun- 
daries of the sovereignty by which it is 
created. ... It must dwell in the place of its 
creation, and cannot migrate to another sov- 
ereignty. But although it must live and have 
its being in that State only, yet it does not by 
any means follow that its existence there will 
not be recognized in other places; and its 
residence in one State creates no insuperable 
objection to its power of contracting in an- 
other.”” (Bank of Augusta v. Earle, et al., 13 
U. S. 519, 588.) ‘‘A corporation created by and 
organized under the laws of a particular state, 
and having its principal office there, is, under 
the constitution and laws, for the purpose of 
suing and being sued, a citizen of that State."’ 
(Shaw v. Quincy Mining Company, 145 U. S. 
444, 450, quoting Chief Justice Waite, and 
citing many cases.) 
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all of us, even those who would alter them— 
no doubt with excellent reason. 


The tax treatment of the possessions’ 
companies, the Western Hemisphere Trade 
Corporations and their statutory predecessors, 
embraces the principle of unlimited United 
States taxation of world income of domestic 
companies rather than to lean toward the 
view, ubiquitously expressed, that income 
should be taxed only in the country in 
which it is earned. What we know as the 
foreign tax credit apologizes for the in- 
equity of a situation brought on by our 
tradition of taxing all income, domestic and 
foreign, of a domestic company, but it does 
no damage to our “basic” principles. Per- 
haps all that is here noted is simply that 
whatever errors, if any, were initially made 
in the drafting of these laws have been 
compounded so often and in so many areas ° 
that the hope of resurrecting what we might 
now regard as a “logical” approach to the 
taxing of foreign income will no doubt 
await the millennium. 


Rather than to quit at once the arena of 
active thought on suggested legislation in 
this field, perhaps the expression here of 
one pertinent thought might not offend 
even the most intense advocates of certain 
existing proposals of law and yet avoid 
criticism as didactic. It is a basic thought 
which seems to lack any public recognition; 
it is grounded on two premises that should 
be remarkably free of dispute—(1) that the 
American concept of corporate nationality 
is, for tax purposes, quite clear and (2) 
that the laws which determine the “source” 
and species of income are also reasonably 
certain. Let us assume these given quanti- 
ties, and benefit as well from the uneventful 
tax history of the “possessions’ income” 


* All of our tax treaties negotiated to date 
have adopted the praiseworthy principle of 
‘‘permanent establishment”’ to avoid ‘‘the com- 
plexities and inequities of double taxation as 
between two taxing jurisdictions.’’ (Eldon P. 
King, ‘‘Modification of United States Tax Law 
by Treaty,’ 26 TAxes 1001 (November, 1948).) 
These international agreements were negotiated 
on the fundamental assumption that the United 
States intended to tax all income of its corpo- 
rations, wherever earned. If the popular, and 
certainly no less commendable, conception of 
the single, source-country tax be adopted, many 
of the provisions of these treaties now favor- 
able to United States interests would lose their 
meaning; for example, limitation of source- 
country tax on royalties and interest income 
there derived. Some recent conventions do pro- 
vide for the single tax at the source. Art. V 
of our treaty with the Netherlands, for ex- 
ample, holds ‘“‘income of whatever nature de- 
rived from real property . . . taxable only in 
the contracting state in which the real prop- 
erty is situated.’’ See E. Roy Gilpin and H. 
Gilmer Wells, ‘‘International Taxation of In- 
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sections which have been so fruitful and 
which for years have caused no difficulty 
in either interpreting or meeting the re- 
quirement that, to qualify for tax exemp- 
tion, income must be derived from the active 
conduct of a trade or business within a 
possession of the United States. We have, 
then, narrowed exactly the identity of the 
entity which is to earn income, the origin 
of the income regardless of its nature, and 
we have a reasonable precedent for judg- 
ing what are the requirements of active 
business in a foreign country. Why, then, 
should there be such profound difficulty in 
arriving at a satisfactory new law favoring 
foreign-source income? Is it because those 
who draft laws do not express themselves 
accurately—fail to interpret and apply their 
knowledge of these established principles? 
Certainly not. H. R. 8300 was a “good” 
bill in the eyes of skilled framers; so is 
H. R. 7725. But both are “bad” in the 
minds and expressions of most interested 
witnesses, not so much because they do not 
express the proposed law, but because they 
exclude certain taxpayers, the identities of 
whom are fairly ascertainable. The argu- 
ment is not how? but who? Whether the 
law is bad or good is reduced to a purely 
subjective question, the answer based pre- 
dominantly on the attitude of the viewer 
as to whether or not the bill includes with- 
in its favor the “right” species of income. 
To a lawyer, perhaps alone, the distinction 
assumes significance, for it is in this 
knowledge that we must realize that we are 
not dealing with a question of law, but 
with a question of fact. Who can draft 
legislation which is to defend an unknown 
class? The subject must be designated be- 
fore his portrait may be drawn. With the 
President’s recommendation of tax prefer- 


come: Its Problems and Remedies,’’ 28 TAXEs 9 
(January, 1950). Without by any means ex- 
hausting the major ramifications of such a 
change, we may further note that other por- 
tions of our income tax law would also be 
affected: (1) The sections charging foreign 
income would be either entirely redrafted or 
omitted in toto; (2) the foreign tax credit 
sections would become surplusage; (3) redefini- 
tions of ‘‘gross income’’ and deductions there 
from would be imperative; (4) the sections on 
consolidations and dividends-received credit 
would be reconsidered in the light of the 
change; (5) the ‘‘determination of source’’ sec- 
tions would be variously revised and would 
endeavor to cover foreign income not now taxed 
in that country regarded as its source under 
our present law; (6) the ‘‘engaged in trade or 
business”’ concept of corporate residence would 
have to be abandoned unless our new tax policy 
would elect to continue to make a distinction 
between resident and nonresident foreign com- 
panies. Such a distinction is repugnant to the 
single-tax-at-source idea. 
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ence to foreign business income forming 
the chief background of these legislative 
attempts, would it be too sanguine to hope 
that designation of the preferred class should 
issue from him? 


In the meantime, let us look at those 
laws with which we must work today in 
the thought that they cannot avoid the 
distinction of containing some intrinsically 
desirable features. The laws to which we 
now turn may by future statute be amended 
to afford a more beneficial tax treatment of 
foreign income than now exists. Only the 
passage of radical legislation which would 
tear at the foundations of our income taxa- 
tion of foreign earnings, and which is not 
intimated presently in any authoritative 
quarter, would render them less favorable. 


Holding Companies Distinguished 


To first agree on the general area we are 
to consider, we must go back to the era 
when the term “holding company” acquired 
a notoriety which, certainly with mollifica- 
tion, still prejudices lay thought against it. 
In 1932, several educators re-expressed an 
accepted definition as “any company, in- 
corporated or unincorporated, which is in 
a position to control, or materially to in- 
fluence, the management of one or more 
other companies by virtue, in part at least, 
of its ownership of securities in the other 
company or companies.”* In those years 
such a company was “bad” because—especially 
in the utility and rail fields—it served as a 
clever device for controlling large proper- 
ties with a small investment.’ The Federal 
Trade Commission spent $2 million and 
two years in concluding that extreme finan- 
cial these “leverage” holding 
companies had led to the collapse of cer- 
tain public-utility empires. Its findings 
coupled with public antagonism contributed 
materially to the passage of legislation 
familiarly known as the “Public Utility Hold- 
ing Company Act of 1935,” which caused 
the registration of such affiliated groups 


™ James Bonbright and Gardiner Means, The 
Holding Company—lIts Public Significance and 
Its Regulation (McGraw-Hill, 1932). 

**For example, if operating company A 
acquired property worth a million dollars, it 
could issue bonds for one-half of that amount, 
and voting stock for the other half. Thus 
holding company B could obtain control of 
operating company A by an investment of only 
one-quarter of a million dollars, plus the price 
of a single additional share of the latter's 
common stock. Through a similar operation 
of splitting its investment into bonds and 
capital stock, company B could in turn permit 
a super holding company C to control the 
entire million dollar pyramid with an invest- 
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and placed them under the regulation of the 
Securities and Exchange Commission. 


The use of the device, however, was 
clearly not limited to the public-utility field. 
In the sense that every parent corporation 
is a “holding company,” most of the indus- 
trial corporations whose securities were listed 
on the New York Stock Exchange in 1932 
were holding companies.® The distinction 
lay in the fact that these were not the 
same type of holding companies as existed 
in the public-utility field. As a 1929 study 
of the 21 largest holding companies indi- 
cated, “pyramiding” was never resorted to 
as a permanent policy in the industrial field, 
most of these subsidiary companies having 
no—or, at the most, only insignificant— 
minority interests outstanding.” The pen- 
alty tax on consolidated returns of later 
years and the intercompany dividend tax 
have naturally discouraged the typical cor- 
porate structures of 25 years ago, although 
many of the old, multicompany organizations 
still fight on, bravely if not economically. 


The holding company we contemplate, 
then, has no relationship to the Public 
Utility Holding Company Act of 1935 nor 
to Section 1081 of the 1954 Internal Revenue 
Code, which provides for nonrecognition 
of gain or loss arising out of an exchange 
of securities pursuant to an order of the 
Securities and Exchange Commission. For 
obvious reasons, it does not pertain to a 
corporation “organized for the exclusive 
purpose of holding title to property” fdr 
the benefit of a charitable or eleemosynary 
institution exempt from income taxation 
under Section 501. The Code sections on 
the regulated investment company” avoid 
the use of the term except by way of ex- 
cluding the “personal holding company,” 
a figment of our law shortly to be examined, 
which is related phonetically and by ex- 
ample to our subject. Although the regulated 
investment company may fit the standard 
definition of a holding company, we need 
consider it no further here because such 
a company, unlike the usual industrial 


ment in a majority control of B’s common 
stock. Carried to several layers of holding 
companies, the possibilities of controlling large 
property investment by a fractional outlay of 
funds are obvious. The State Commissioner, of 
course, had no jurisdiction over the security 
issues of holding companies and hence could 
not curb such developments.” (Grossman, 
‘‘Events Leading to the Enactment of the Public 
Utility Holding Company Act of 1935,'’ 1 Fed- 
eral Utility Regulations Annotated, p. 18. 

® Work cited at footnote 8, at p. 1. 

” Bonbright and Means, work cited at foot- 
note 7, at p. 88. 

1 1954 Code Secs. 851-855. 
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entity contemplating a holding company in 
its foreign operations, must be registered 
under the Investment Company Act of 
1940 either as management company, or in- 
vestment or other common trust fund, and 
must meet certain technical requirements 
as to the amount and character of its gross 
income, the control of companies in which 
it has an interest, and the amount of divi- 
dends paid out during the taxable year. 


The value, if any, of referring to these 
unrelated phases of our tax law lies in 
striking from our thinking those types of 
holding companies which are referred to by 
that name or by implication in our statutes, 
but which have little or no bearing on 
the vehicle which may be utilized in foreign 
trade. Only once is the term “holding 
company” actually defined, in the regula- 
tions interpreting old Section 102, where 
it is held that “a corporation having prac- 
tically no activities except holding prop- 
erty, and collecting the income therefrom 
or investing therein, shall be considered a 
holding company within the meaning of 
section 102.” This definition of status 
approaches in concept the vehicle of foreign 
trade contemplated by many; its condemna- 
tion by the section will be taken up shortly. 
No further reference to our subject eo 
nomine exists in the Code. As the sections 
previously cited do not bear with precision 


on the species of holding company legally 
destined for use in foreign trade, it is advis- 
able now to formulate a definition which 
may be adopted for purposes of the re- 
mainder of this study, to be tested here- 
after by specific reference to the relevant 
sections of our tax statutes and case law. 


“Foreign Holding Company” Defined 


For purposes of this study, let us use 
the term “foreign holding company” to 
designate a wholly owned limited company 
formed in any favorable ™ foreign jurisdic- 
tion by a United States parent company, 
itself widely owned, to actually engage 
in business activities in connection with 
foreign operations of its affiliated corporate 
group, and a portion of which activities 
includes the ownership of another foreign 
subsidiary or subsidiaries, or the ownership 


of other capital assets which produce 
income, or both. ™ 
Uses and Limitations 

Under existing law, domestic (United 


States) corporations are, as a general rule, 
taxable on “all income from whatever 
source derived,” ” irrespective of geographi- 
cal origin. To the contrary, the foreign 





@ Regs. 118, Sec. 39.102-2(c) under the In- 
ternal Revenue Code of 1939. (New regulations 
have not yet been issued on these sections.) 
Sec. 533(b) of the 1954 Code repeats a por- 
tion of Sec. 102 of the 1939 Code almost ver- 
batim: ‘‘The fact that any corporation is a 
mere holding or investment company shall be 
prima facie evidence of the purpose to avoid 
the income tax with respect to shareholders.” 
Most foreign holding companies are not subject 
to this section. See ‘‘Section 102 Myth,’’ below. 
It is apparent that 1954 Code Sec. 355(b), in 
setting forth the ‘‘requirements as to active 
business’’ for purposes of nonrecognition of 
gain in certain corporate reorganizations, refers 
to what is commonly regarded as a “holding 
company,"’ but no identification of it as such 
is there made. 

% Whether or not a foreign jurisdiction is 
‘‘favorable’’ depends upon a variety of factors 
which are analyzed below, in “Selection of 
Country of Foreign Incorporation.’’ One in- 
dispensable condition demands that the tax laws 
of the foreign country not tax income of its 
corporations derived from foreign (as to it) 
sources. 

™ This definition specifically contemplates the 
foreign holding company which is utilized by a 
domestic parent company as an instrument for 
conducting foreign operations, the subject of 
primary consideration in this study. It is not 
meant to exclude the situation in which a for- 
eign corporation, widely owned directly by 
either United States or foreign citizens, holds 
income-producing assets such as_ securities, 
royalty interests, leases, etc., and collects in- 
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come therefrom for possible distribution to its 
shareholders. See William F. Buckley, CCH 
Dec. 20,581, 22 TC 1312. Some of these foreign 
corporations provide excellent investment media 
for wealthy individuals. For example, 11 or 
more wealthy men, unrelated to each other by 
blood, purchase equal shares of stock in a for- 
eign corporation, formed in a tax-favored juris- 
diction, which invests in royalties, or shares of 
stock of a company, in a relatively low income 
tax country. Tax on such income is held to 
the withholding minimum of the source coun- 
try, and earned surplus is built up free of any 
penalty tax upon failure to pay dividends. 
(1954 Code Sees. 544(a)(2), 552(a)(2) and 554.) 
All funds may be retained in United States 
banks. The situation is in part illustrated in 
William F. Buckley, in which Venezuela royal- 
ties are the topic of tax. The interposition of 
the ‘‘holding company’’ also avoids an estate 
tax complication that attends ownership of such 
Venezuela interests by persons not there resi- 
dent. However, the exclusion from ‘‘gross 
estate’ (for purposes of United States estate 
tax) of foreign realty, which exclusion might 
otherwise be available, would be lost. 

% Code Secs. 11(2), 61(a), 63(a); cf. 882(b). 
The statement, used simply to illustrate the 
dissimilarity of tax status of the domestic and 
foreign corporation, does not necessarily per- 
tain at all times to all domestic companies; 
for example, American possessions companies 
and China Trade Act corporations are excep- 
tions to the rule. Paul D. Seghers, widely 
known New York attorney and certified public 

(Continued on following page) 
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holding company will be incorporated in a 
country whose laws tax only income arising 
within that country; all of its other income 
will not be subject to tax there. The func- 
tion of the foreign corporation utilized as 
a holding company, insofar as its tax ad- 
vantage extends, might therefore be gener- 
ally said to reside in the fact that it may 
itself create, or from its income-producing 
assets receive, earnings from foreign sources 
which, upon their receipt, are not taxable 
in the country of its incorporation nor in 
the United States, being earnings derived 
from sources outside of both countries. 
Earnings received and accumulated by the 
foreign holding company, undiminished by 
the United States tax which would be 
payable if those earnings were distributed 
to the domestic parent corporation as a 
dividend, are held available for use wher- 
ever needed by the affiliated group, but 
principally in the expansion of its foreign 
activities. The examples which follow are 
intended to illustrate the most important 
uses and limitations of these companies: 


Example 1.—Domestic parent company 
A might form (in Venezuela, for example) 
a foreign corporation “to conduct foreign 
operations” and to which it would transfer 
patent rights and the ex- 
market the parent com- 
pany’s products and “know-how” outside 
of the United States.“ The foreign corpo- 
ration would sell to, and enter into other 
business contracts with, foreign customers 
or manufacturers; it might also form for- 
eign subsidiary companies B, C and D to 
manufacture or sell in three other foreign 
countries. The foreign corporation would 
actively engage in business as well as “hold” 
these securities and valuable rights, and 
thereby meet the definition of a foreign hold- 
ing company previously here formulated. 
It would pay Venezuela income tax, but 
only on its earnings derived in Venezuela. 


foreign 
clusive right to 


cash, 





(Footnote 15 continued) 

accountant specializing in this fleld, has sum- 
marized the tax consequences attendant upon 
use of the various legal forms available to one 
wishing to do business abroad, in an outstand- 
ing contribution appearing in Proceedings of 
New York University Sixth Annual Institute on 
Federal Taxation, p. 926, ‘How Americans Can 
Best Do Business Abroad and Foreigners Can 
Best Do Business Here.’’ See, especially, pp. 
927-936; also Seghers, ‘‘Tax Advantages in 
Doing Business Abroad and How to Obtain 
Them,”"’ 32 North Carolina Law Review 184. 

%*% The tax complications inherent in such 
transfers are discussed below, in ‘‘Formation of 
Foreign Holding Company.’’ Venezuela classi- 
fies as a tax-favored jurisdiction for the pur- 
poses of this and succeeding examples. 
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The “activities” of such a company, which 
give it substance and insure its corporate 
recognition, are not the primary subject of 
present inquiry; “ we know that the foreign 
corporation may purchase goods, here or 
abroad, and sell them or otherwise conduct 
active business in foreign countries without 
incurring United States tax, and that such 
tax will not become payable until its profits 
are paid as income to its parent. Before 
turning our attention chiefly to the receipt 
by the foreign corporation of “passive” in- 
come from its capital assets, let us consider 
one function of the foreign holding com- 
pany which advantageously combines both 
income types. 


Example 2.—Assuming that all foreign 
profits are each year remitted to domestic 
parent company A and thereby subjected 
to the full United States rate of tax of 52 
per cent, it will be advantageous taxwise 
for A to earn all of its foreign income, active 
or inactive, through a foreign corporation 
or foreign corporations rather than to earn 
it directly through branches or through 
another domestic company (other than a 
Western Hemisphere Trade Corporation, if 
possible under the circumstances). This 
anomaly is explained by the operation of 
Section 902 of the Code. The section grants 
a credit, against the United States income 
tax of a domestic (United States) corpo- 
ration which receives a dividend from a 
foreign company in which it owns at least 
10 per cent of the shares, for foreign in- 
come or like taxes, applicable to such divi- 
dend, which the subsidiary has paid. Not 
only is the foreign income tax paid by the 
subsidiary allowed as a deduction from the 
foreign net income of the foreign corpo- 
ration, but approximately the amount of the 
foreign taxes thus paid is allowed a second 
time, as a credit against the United States 


tax due on the distribution.* The term 
“accumulated profits” is used in the section 
to designate the amount of income “in 


" The significance of the activities of the hold- 
ing company is discussed below, in ‘‘Need for 
Corporate Activities.’’ 

1% Under 1954 Code Sec. 902(a) and (c)(1). 
Nowhere are these difficult concepts better ex- 
plained than in ‘‘United States Income Taxation 
of Private United States Investment in Latin 
America,"’ a monograph published by the 
United Nations in January, 1953, and prepared 
by Professor Stanley Surrey, Professor Dan T. 
Smith and New York attorney Ira Wender. 
See, especially, pp. 20-25. At p. 21, this study 
states: ‘Thus, the foreign tax is in effect de- 
ducted from the earnings. In addition the 
taxpayer obtains a credit for the portion of 
the foreign income tax (the whole of which has 
already been deducted) attributed to the 
dividend.”’ 
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excess of the income . taxes imposed 

. on... such profits” of the foreign 
corporation, or in other words foreign earn- 
ings after foreign income tax.” The credit 
is ascertained by first computing the pro- 
portion of foreign income taxes paid by the 
subsidiary “on or with respect to the ac- 
cumulated profits” of the foreign subsidiary 
(not, as is frequently misunderstood, the 
taxes paid on or with respect to the net 
income before foreign taxes of the foreign 
subsidiary). 

According to the credit section, the do- 
mestic parent is “deemed to have paid” only 
the proportion of the total foreign income 
taxes paid which pertain to the net foreign 
profit after foreign income taxes paid. If a 
foreign subsidiary paid $30 in foreign tax 
on its net earnings of $130, only the foreign 
tax applicable to the “accumulated profits” 
(net foreign income after foreign tax), or 
$100, is available in the United States as 
a credit against our tax; in such an in- 
stance the foreign tax rate would be the net 
foreign income before foreign tax ($130), 
divided into the foreign tax paid ($30), or 
about 23 per cent. The maximum foreign 
tax credit that would be allowable in the 
United States under such circumstances 
would be this full 23 per cent of the “ac- 
cumulated profits’ or, simply stated, the 
credit here can amount at most only to the 
amount of foreign taxes paid which are 
applicable to the net—after foreign tax— 
foreign earnings received as a dividend. 
Clearly, then, there is a portion of the for- 
eign taxes paid which will never be allowed 
here as a credit against our tax; such por- 
tion simply represents the foreign taxes paid 
“on or with respect to” the amount of for- 
eign earnings which were devoted to pay 
the foreign tax. 

Relating this to our immediate problem, 
assume that company A derives $100 in 
dividend income from company B in coun- 
try W, that the foreign income tax paid by 
B was $30, and that B paid A all of its net 
earnings for the year. The income to A, 
taxable in the United States, is $100. The 


” Code Sec. 902(c)(1). See Seghers, New 
York University institute article cited at foot- 
note 15, at pp. 949 and following. 

* This example emphasizes the desirability, 
taxwise, of paying some foreign taxes where it 
is expected to bring home foreign earnings 
regularly. It is payment of such tax that gives 
rise to the rate advantage here described. The 
rate of foreign tax which affords the greatest 
tax benefit for this purpose is the midpoint 
between zero and 52 per cent, or 26 per cent. 
As Professors Surrey and Smith have said, 
summarizing this tax incentive in their analysis 
of these sections: ‘Since most Latin-Ameri- 
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rate of tax here is, of course, 52 per cent 
and, consequently, our domestic tax due from 
A, before any foreign tax credit, would be 
$52. The foreign tax credit against the 
United States tax is the amount of the 
foreign income taxes paid on, or with re- 
spect to, the total “accumulated profit” for 
the year (net earnings after tax which, in 
this instance, were all paid out in the $100 
dividend to A). Thus, the credit will be 
only that portion of the $30 paid with 
respect to the total net foreign earnings 
($130) which applies to the net foreign 
earnings after tax ($100), or about $23. 
The balance payable to satisfy the United 
States tax will be $29 ($52 minus $23). The 
total effective rate of tax on the original net 
foreign earnings ($130, which was reduced 
by foreign taxes to $100) brought in to 
company A through its earning foreign 
subsidiary, B, is 45.4 per cent ($130 divided 
into the total combined taxes ($30 plus $29) 
of $59). Had A earned the income itself, 
through a branch, it would have been tax- 
able at an effective rate of 52 per cent. 
The difference between these two rates— 
almost seven percentage points—constitutes 
the tax benefit to A earned by carrying 
on its foreign operations through a for- 
eign corporation.” 

Example 3.—The principle of the previ- 
ous example is particularly applicable to a 
situation where there is an expectation of 
carrying on manufacturing, assembling or 
mining activities in a foreign country and 
where the United States interest expects 
to receive property under contract from 
such a foreign source. New Code Section 
902(d) holds that property, from any wholly 
owned foreign corporation thus engaged 
abroad, received in the form of a royalty 
or compensation pursuant to a contractual 
agreement under which the domestic parent 
renders services or contributes to it other 
property, shall be considered as a dividend 
under the foreign tax credit sections. 


The dollar value of the property dividend 
distribution thus made is the excess of its 


fair market value over the cost to the 
can income taxes are between 20 and 35 per 
cent the after tax return to a parent will 
usually be about 54 per cent of the foreign 
corporation's earnings. In effect, under these 
conditions, the United States tax rate on for- 
eign income, if the foreign business is con- 
ducted through a foreign subsidiary, is about 
46 per cent. This means that a six-percentage 
point incentive is extended to foreign subsidi- 
ary operations, as a result of the foreign tax 
credit. In other words, the tax on foreign 
income from a foreign subsidiary is 11.5 per 
cent less than the tax on domestic income.” 
(Work cited at footnote 18, at pp. 21-22.) 
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domestic shareholder of the consideration 
it has paid for the dividend. As payments 
from either a qualified foreign subsidiary 
(or foreign subsidiary of a foreign subsidi- 
ary) these property payments are entitled 
to receive the favorable tax treatment, 
traceable to the foreign tax credit, which 
is delineated in Example 2. 


Example 4.—If company A directly owned 
the shares of foreign subsidiaries B, C and 
D, the dividends of each paid to A would 
be taxed here upon receipt at the full 52 
per cent rate. As to dividends received 
from those companies in each country 
where a foreign income or similar tax was 
paid and/or withheld, A would be entitled 
to a credit (against A’s United States in- 
come tax thereon), subject of course to the 
“per country” limitation of Section 904(a). 
If this same dividend income was received 
from companies B, C and D by a foreign 
corporation (the Venezuela holding com- 
pany which might own their shares and 
which would itself be owned by A), and the 
full amount of such dividends (undiminished 
by any income tax applicable to the foreign 
corporation) then paid as a dividend to 
company A, A would be entitled to the 
same amount of foreign tax credit, and 
the tax consequences would be the same as 
in the previous situation where A owned 
companies B, C and D directly. 


There would normally be no advantage 
in the use of a foreign holding company in 
this example, provided that the tax rates 
in the countries of companies B, C and D 
were not greater than 52 per cent (our do- 
mestic rate). If the effective tax rates are 
in one of these foreign countries less, and 
in the others more, than our domestic rate, 
there would be an advantage in utilizing 
the foreign holding company in that the 
“mixed” dividend paid by it to the domestic 
parent, consisting of all of the dividends it 
received from its subsidiaries B, C and D, 
would effectively be considered as _ hav- 
ing been subjected to the weighted average 
of the foreign tax rates (closer to, yet 
probably less than, 52 per cent), thereby 
resulting in a larger foreign tax credit than 
Section 904(a) would have allowed had the 


earnings of B, C and D been paid directly 
to A. 

Example 5.—Compare the foregoing ex- 
ample with a situation in which company A 
has business operations abroad in various 


stages of development. Let us imagine that 


Code Sec. 902(a) insures that a domestic 
corporation receiving dividends from a con- 


trolled foreign corporation ‘‘shall be deemed 
to have paid the same proportion of income .. . 
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any independent new foreign operation in 
A’s business will lose money initially for 
at least three years. Under these circum- 
stances, if losses are severe and continued, 
it will be advantageous taxwise for A to 
carry on its foreign business through 
branches of A, or, if only minor losses are 
expected, then through a foreign corpora- 
tion (a foreign holding company); if profit- 
able operations are probable, the use of 
the foreign corporation would be preferable 
to the use of separate foreign subsidiaries 
owned by A. Thus, the foreign corporation 
may pursue an active business itself, by 
domiciling its branches in the foreign coun- 
tries, or it may operate there through sepa- 
rate, 50 per cent-or-more-owned foreign 
corporations B, C and D. 


Let us assume that we are dealing with 
a factual situation in which there is only 
domestic company A, and the wholly owned 
foreign corporation actively operating through 
its branches in four different foreign coun- 
tries. Let us further assume that two of 
these branches are profitable and that two 
lose money. If each of these branches were 
a separate foreign (or even domestic) cor- 
poration owned either by A or by the for- 
eign corporation, then the losses, for tax 
purposes, of the two unprofitable operations 
could not be offset against the two profit- 
able ones. (Obviously, losses cannot be 
remitted to the parent as a negative divi- 
dend.) With all physical foreign opera- 
tions being conducted by the foreign cor- 
poration, it will deduct all of its operating 
losses from its operating profits, irrespective 
of geographical source, before arriving at 
its net taxable income. Upon paying a 
dividend to company A, there will still be 
allowed a credit (subject only to the per- 
country limitation of Section 904(a)) against 
A’s United States income tax, for foreign 
income taxes paid, “on or with respect to” 
such dividends, by the foreign corporation 
to the two countries in which its branches 
operated profitably. The recognition here, 
for purposes of tax credit, of foreign taxes 
paid to any foreign country by the foreign 
corporation falls directly under the lan- 
guage of the foreign tax credit sections.” 
Such allowance is further based on a Treas- 
ury ruling which holds that the geographi- 
cal source of all dividends paid by a foreign 
subsidiary to a domestic parent is the 
country in which such foreign subsidiary 
is incorporated (Venezuela, in the case of 


this foreign corporation), that foreign taxes 


taxes paid .. . by such foreign corporation to 
any foreign country or to any possession of 
the United States... ."’ (Italics supplied.) 
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paid (or deemed paid) by a foreign sub- 
sidiary, or by a 50 per cent-or-more-owned 
subsidiary of such foreign subsidiary, shall 
be deemed to have been paid to the foreign 
country in which the first foreign subsidiary 
is incorporated.” 

In this example, if the losing branches 
of the foreign corporation were to sustain 
losses which, by depressing the amount of 
before-foreign-tax net income from. all 
sources, raise the effective rate of foreign 
taxes paid to greater than 52 per cent (the 
United States rate), then the familiar “per 
country” limitation on the foreign tax credit 
would operate to disallow the excess.” 
Thus, in the situation which follows, the 
foreign corporation, operating in four coun- 
tries (W, X, Y and Z), has a net profit 
from its combined operations of only $300. 
The foreign taxes paid in the two profitable 
countries (W and X) total $280, or 93 per 
cent of combined net income. 


Amount of Amount of 
Income Foreign Tax 
$400 $160 
400 120 
200 * 
300 * 


$300 


Country 
Country 
Country 
Country 


$280 


Combined 


* Loss 


The limitation on credit provided by stat- 
ute allows a maximum credit equal to the 
amount of the United States tax which, in 
the absence of any credit, would be due 
on the combined net earnings of $300 
(assuming, of course, that all earnings would 


be transmitted to domestic parent company 
A. In the example given it will be noted 
that there remains only $20—not $300—to 
pay out as a dividend.) Thus, if the foreign 
corporation expects large losses, they may 
be such as to show a deficit from combined 
operations and prevent any credit whatso- 
ever for foreign taxes paid by a profitable 
branch. A net tax saving would result 
from the fact that the profits of no foreign 
operation were additionally subjected to 
tax here; this would not have been the case 
if each operation in countries W, X, Y and 
Z had been individually incorporated, and 
dividends from countries W and X paid to 
company A. In this situation, the largest 


over-all saving, of course, would have ac- 
crued to company A had it operated branches 
itself in countries W, X, Y and Z. 


Example 6.—Assume that domestic par- 
ent company A owns foreign subsidiaries 
B and C in countries W and X. A does 
not wish regular dividends from B and C, 
but desires to accumulate their foreign earn- 
ings free of United States tax. In many 
instances, B and C can merely accumulate 
their earnings within countries W and X 
(or, barring currency involvements, even in 
bank accounts in this or other countries for 
that matter), to be distributed as dividends 
to company A or otherwise to be used as 
A may designate. There would be no rea- 
son to inject the foreign corporation (the 
foreign holding company) into this picture. 
But consider a situation where country W 
has a tax law (like that of Germany, for 
example) which taxes undistributed profits 
at one rate (for example, 40 per cent) and 
distributed profits at a lower rate (30 per 
cent). Under this circumstance, if B wishes 
to avoid the higher foreign tax rate it must 
pay out a dividend to its shareholder. Com- 
pany A does not wish to receive the divi- 
dend because it would at once be subjected 
to United States tax. This, then, is a situ- 
ation in which it is desirable to utilize a 
foreign corporation, to which (were it the 
owner of B) the dividends in question would 
be paid, without tax in the United States 
or in the country of incorporation of the 
foreign corporation. The reduced foreign 
tax of 30 per cent would apply to the earn- 
ings of company B in country W. 


Example 7.—Reconsider the preceding 
example in the light of this further assump- 
tion: Country W has a tax treaty with the 
United States which reduces W’s 25 per 
cent withholding tax applicable to divi- 


dends, paid from sources within W _ to 
nonresident shareholders, to 15 per cent if 
the shareholder (company A in this in- 
stance) is a United States company.* Com- 
pany A now finds itself in a mild dilemma: 
If no dividends are paid out, the higher 
tax rate of country W will apply to the 
undistributed earnings; if A receives divi- 
dends from company B, they are taxed here 
at once; if, instead, a foreign corporation 
(formed, as in previous examples, in Ven- 
ezuela) owns B, the dividends paid out 





21. T. 4089, 1952-2 CB 142. 

23 Code Sec. 904(a). The ‘‘over-all’’ limitation 
has providently been omitted from the 1954 
Code. 

* The importance and effect of the tax 
treaties in the selection of a country in which 
to incorporate a foreign holding company is 
discussed below, in ‘‘Political and Legal Consid- 


Foreign Holding Company 


erations.’’ One struggling with a problem of 
foreign incorporation or with a consideration 
of the manifold factors that determine foreign 
corporate structure will wish to read the bril- 
liant article by Franz Martin Joseph, of New 
York, ‘‘Organizing International Business,"’ 
which appeared in 30 TAXES 720 (September, 
1952). 
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will not receive the benefit of the tax 
convention between the United States and 
country W, and thus will be subject to a 
higher rate of withholding in W. 


A mathematical computation of the ag- 
gregate tax cost under each alternative— 
based on a knowledge of all of the relevant 
facts, income probabilities and tax struc- 
tures—alone will dictate an answer to the 
tax query in such a case. The fact that 
totally reliable foreign tax information, ac- 
curate and absolutely current, is generally 
extremely difficult or, speaking realistically, 
quite impossible to obtain in this country, 
immensely complicates the problem reflected 
here.” This barrier is indeed so formidable 
that no decision would be considered final 
until such conclusions were confirmed with 
trusted and specialized foreign counsel. 


Example 8.—Let us return to the last 
example. Company A, to solve its dilemma, 
decides that it will form a foreign corpo- 
ration (a foreign holding company) in 
country Q, which has a favorable tax 
structure vis-a-vis foreign (as to it) income 
(in that it will not tax it), and which, in 
addition, enjoys a tax treaty with country 
W. The decision contemplates payment of 
dividends by company B to the foreign 
corporation formed in country Q to “hold” 
the shares of B, C and D. The arrange- 
ment will avoid the heavy undistributed 
profits tax in country W, it insures freedom 
from United States tax and it presumably 
allows the lowered rate of withholding by 
country W on dividends to be paid the 
foreign corporation by virtue of the tax 
convention between Q and W. Let us as- 
sume that the tax structures of each coun- 
try having a treaty with country W are 
known and that the country (Q) selected 
for use for this purpose is England. Al- 
though rarely spoken of as a situs for in- 
corporating a foreign holding company, the 
tax laws of that country lend themselves 
very well to the purpose. If an English 

*% The library facilities of even the largest 
institutions are today neither sufficiently broad 
nor current to supply foreign tax information 
(other than with respect to Canada) which may 
be totally relied upon here. Walter H. Dia- 
mond’s Foreign Tax and Trade Briefs (Fallon 
Law Book Company, 1955)—one of the very 
few general works in the foreign tax fleld— 
while necessarily brief, is nevertheless helpful 
in obtaining preliminary foreign tax and finan- 
cial information which may be regarded as 
reasonably current. 

% ‘The Income Tax Acts . . themselves 
impose a territorial limit; either that from 
which the taxable income is derived must be 


situate in the United Kingdom or the person 
whose income is to be taxed must be resident 
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company has its board of directors and 
the control of its management abroad it is 
regarded as nonresident and is not liable 
to United Kingdom income tax at all ex- 
cept to the extent of (1) any income arising 
in the United Kingdom on which it is 
directly assessable and (2) any income re- 
ceived from abroad and paid out as income 
to a resident.” A close examination of the 
treaty between England and country W,” 
however, discloses that the benefits of the 
treaty are available only to “residents” of 
either country. The foreign corporation will 
not be managed and controlled in the 
United Kingdom and, consequently, it will 
not qualify as “resident” under their law. 
Thus, the national tax structure of England 
may be adequate, but the treaty law which 
is superimposed upon it and to which it 
must defer, denies the treaty benefit to the 
only British entity that escapes income tax 
there—the nonresident company. 


Nor is this the only obstacle to an Eng- 
lish incorporation for such a purpose, even 
were we to assume that the tax and treaty 
law were both favorable. Under the Ex- 
change Control Act of 1947, Section 8(1), 
no security may be issued in the United 
Kingdom or elsewhere to a person or nomi- 
nee for a person outside the Sterling Area 
without the consent of the exchange con- 
trol. The Bank of England rarely gives its 
consent to such formation unless it is satis- 
fied that such formation would contribute 
to the national economy of England. While 
funds of such a company held outside of 
England by a nonresident would not be 
subject to control, the matter of “residence” 
for purposes of exchange control is quite a 
different thing from “residence” for United 
Kingdom income tax purposes. As the Bank 
of England “cannot undertake to offer 
an interpretation of the Exchange Control 
Act of 1947 as applied to hypothetical 
cases,” ™ one desiring to know the exact 
tax and other legal status in which he 


would find himself were he to undertake 
there.’’ Whitney v. Commissioners, (1926) 
A. C. 37.55; 10 T. C. 88. 112 H. L. 

27'W can be any country (except the United 
States) with which England enjoys a tax treaty; 
the United States-United Kingdom treaty is 
the only English tax treaty which does not 
adhere exclusively to the test of ‘‘residence'’ as 
the requisite for qualification of a company 
under the treaty. See Joseph, ‘Income Tax 
Treaties—A Comparison of Basic Provisions,’’ 
Proceedings of New York University Twelfth 
Annual Institute on Federal Taxation (1954), 
Pp. 787. 

*% Extract of letter dated October 10, 1955, 
from V. K. Bloomfield, chief cashier of the 
Bank of England, London, to the writer. 


TAXES—The Tax Magazine 





a British incorporation for the purposes 
indicated is left wholly unsatisfied. 


This example is primarily an endeavor 
to illuminate certain deeply unsatisfactory 
factors which surround an attempt to form 
the foreign corporation in a “special” coun- 
try which for apparent tax and treaty rea- 
sons appears to commend itself to a specific 
international tax situation. It is not, how- 
ever, intended to be regarded as a purely 
theoretical case. Supposing that Italy, in 
the example we are here considering, were 
deemed to be the foreign country best 
qualified, taxwise and treatywise, as the 
place in which to incorporate the foreign 
corporation.” We could scarcely recom- 
mend that the incorporation proceed; the 
few Italian tax laws available in this coun- 
try are extremely sketchy at best, and could 
not be relied upon as a foundation upon 
which to pour substantial sums of money; 
they are, moreover, in constant flux; avail- 
able literature on Italian company law is 
generally not only old, but uncertain in its 
interpretation; the political history of the 
country does not favor incorporation there; 
most important, all foreign exchange of the 
Italian company “must be surrendered” to 
the Italian Exchange Office.” The same 
situation exists in Denmark,” Germany, 
France” and a majority of the countries of 
the world which are parties to tax treaties. 
The exchange factor, brieflly illustrated 
here and in the example which follows, 
may well overshadow taxes in importance 
and it demands satisfaction ahead of other 
considerations—yet it is, for the reasons 
presently to be stated, probably the most 
elusive subject of all. 


Example 9.—This example meets no una- 
nimity of view in either banking or financial 
circles. Portrayal here implies neither its 
approbation nor condemnation. It is in- 
tended to present an international business 
problem prototype which bears with some 
intimacy on the foreign holding company 


2 Note the example below, at p. 259, of 
a fruitless search for the ‘‘ideal’’ country of 
incorporation wherein German dividends were 
sought to be paid into a foreign holding com- 
pany that would have both tax and treaty ad- 
vantage. 

* The Sixth Annual Report of the Interna- 
tional Monetary Fund on Exchange Restrictions 
(Washington, 1955) affords a brief statement on 
the exchange position of each of the 56 member 
nations. In Italy, 50 per cent of the receipts 
in United States or Canadian dollars may be 
retained by the recipient and either sold or 
used. ‘‘Payments abroad for capital transac- 
tions must be authorized by the monetary au- 
thorities, except in a few cases.’’ (P. 210.) 

% Danish Government's notice of July 11, 
1947. 
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idea, particularly because the foreign hold- 
ing company, if it fulfills well its function, 
will probably deal in, and perhaps have on 
deposit, more than one currency. 


Domestic company A wishes to form a 
corporation in country W and commence 
operations there which involve a sizable 
investment. Country W faces severe ex- 
change difficulties and is a party to an 
international clearing agreement.” Were 
company A, as a United States company, 
to negotiate with the exchange authorities 
of country W for exchange authorization 
to purchase a plant and facilities in W, 
the cost to company A would be $100,000. 
Instead, company A forms company C in 
country X, which country is also a party 
to the international clearing agreement to 
which W is a party. Company C then 
negotiates with the exchange control of W, 
and procures authorization for conversion 
of company C’s money units of country X 
for those of country W at a rate which 
renders the net cost of the original project 
to company A (operating through C) only 
$80,000. Such a situation is one in which 
the national identity of the corporation (C) 
which participates in the exchange trans- 
action with country W, in which operations 
are planned, in substantial measure deter- 
mines the cost to company A, in dollars, 
of its initial installations. The anomaly is 
traceable to the peculiar exchange control 
regulations of country W existing at a given 
point of time. Entry of an investment on 
this basis will probably earmark it as hav- 
ing a permanent identity with country X, 
which would in turn discourage prospects 
of withdrawing dollars from country W. 

Very little is generally known of the 
existence or extent of situations of this 
character, nor can one obtain in the United 
States up-to-the-minute information on spe- 
cific foreign countries, except in the most 
rare instances. Our governmental institutions 
offer no data.“ Private banking institu- 





® See report cited at footnote 30, generally. 

% The Benelux Economic Union, European 
Payments Union and the Transferable Sterling 
Area are examples. Certain South American 
countries are also members of international 
clearing agreements which are similar to, but 
not so extensive as, those named. 

* The United Nations (New York) research 
facilities do not extend into this field. Other 
organs disclaiming information are the Inter- 
national Monetary Fund, the International 
Bank, and the Office of International Finance 
of the Treasury Department (Washington). 
Several private New York financial houses pur- 
port to have access to general data of this kind, 
but current only upon foreign elicitation or 
verification. 
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tions presume scarcely more. Even within 
the relevant foreign country, the answer to 
a specific exchange inquiry will in most 
instances depend upon the decision of its 
exchange control. Regulations and national 
policy governing internation exchange prefer- 
ence or acceptance are usually promulgated 
at the administrative level, available, if at 
all, only upon special request to the control 
agency. The ramifications that attend ex- 
change situations of this type justify con- 
sideration where the formation and use of 
a holding company in a particular foreign 
country is contemplated. This factor may 
conceivably so work against an otherwise 
acceptable tax plan as to totally disqualify it. 


Example 10.—Company A wishes to form 
and operate company B in country W. 
A fears the exchange situation in country 
W, and wishes to avoid prohibitively high 
taxes there. A wishes to accumulate earn- 
ings from this operation without subjecting 
them to United States tax. A forms a 
foreign corporation in country R with full 
capital. The foreign corporation, a “counter- 
holding company,” in turn forms company 
B, but not at a capitalization figure com- 
mensurate with the magnitude of the pro- 
posed undertaking in country W. The 
foreign corporation loans B the bulk of the 
capital called for at a high, though defensi- 
ble, interest rate. The foreign corporation 
also renders special services” and licenses 
patents to B; it sells B an essential element 
of B’s production at a substantial profit. 
The bulk of what would have been the 
profit of company B is dissipated through 
these routes to the foreign corporation. 
B’s earnings accumulate in the foreign 
corporation, but not by way of dividend 
payments. 


% See an example of this in A. R. R. 723, I-1 
CB 113. 

%* Code Sec. 6046 reads: ‘‘Every attorney, 
accountant, fiduciary, bank, trust company, 
financial institution, or other person, who aids, 
assists, counsels or advises in, or with respect 
to, the formation, organization, or reorganiza- 
tion of any foreign corporation, shall, within 
thirty days thereafter, make a return in accord- 
ance with regulations prescribed by the Secre- 
tary or his delegate."’ 

%™ The text of Sec. 367 reads as follows: ‘‘In 
determining the extent to which gain shall be 
recognized in the case of any of the exchanges 
described in section 332, 351, 354, 355, 356, or 
361, a foreign corporation shall not be con- 
sidered as a corporation unless, before such 
exchange, it has been established to the satis- 
faction of the Secretary or his delegate that 
such exchange is not in pursuance of a plan 
having as one of its principal purposes the 
avoidance of Federal income taxes. For pur- 
poses of this section, any distribution described 
in section 355 (or so much of section 356 as 
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APPLICABLE CODE PROVISIONS 
Formation of Foreign Holding Company 


A foreign corporation intended for use 
as a holding company may be formed-at 
will by any domestic or foreign corporation. 
No revenue statute either prevents or dis- 
courages this step; it is merely incumbent 
upon those participating in the formation 
of such a company to report its creation to 
the Internal Revenue Service.” When assets 
are transferred to the new company for its 
stock, however, certain sections of the Code 
apply which must be considered. The in- 
cidence of these sections may perliaps best 
be explained by analyzing the tax conse- 
quences which attend transfer to the foreign 
corporation of specific major classes of 
assets. Those asset categories include cash, 
securities and income-producing assets such 
as a going business, patents and formulae. 


Cash.—Where the foreign corporation is 
paid in cash (money of the United States) 
for its shares, the transaction has been deemed 
by some to be a “sale” or “purchase” of 
shares rather than a transfer of property 
to the foreign corporation as part of an 
“exchange” under Section 367 of the 1954 
Code.” The view finds considerable sup- 
port in the older cases,” yet there seems 
to be no longer doubt that money is “prop- 
erty” under the reorganization sections. 
The cases so hold, as to sections bearing 
directly upon Section 367, in situations in 
which money and other property were trans- 
ferred to corporations in exchange for their 


shares.” A careful study of these cases 
indicates that in this context money ts 
property, even if transferred alone. This, 


of course, would classify the transfer as 
part of an “exchange” under Section 367. 
Thus, the older concept of “sale” in such 


relates to section 355) shall be treated as an 
exchange whether or not it is an exchange.”’ 

* The difference between a sale and an 
exchange is that in the former property is 
transferred in consideration of an agreed price 
expressed in terms of money, while in an ex- 
change property is transferred in return for 
other property without the intervention of 
money.’ (Katherine A. Spalding, CCH Dec. 
2601, 7 BTA 588, 590.) James E. Wells, CCH 
Dec. 8267, 29 BTA 222, and Seymour H. Knox, 
CCH Dec. 9201, 33 BTA 972, in fact decided 
the issue. An earlier Treasury ruling (G, C. M. 
2862, VII-1 CB 161), which had held that 
“the payment of cash for stock is a purchase, 
not an exchange,"’ was specifically revoked by 
G. C. M. 24415, 1944 CB 219. 

% Money is ‘‘property’’ under the old liquida- 
tion provisions of 1939 Code Sec. 112(b)(6) 
(Sec. 331 of the 1954 Code, named in Sec. 367). 
International Investment Corporation v. Com- 
missioner, 49-2 ustc { 9361, 175 F. (2d) 772; 
Tri-Lakes Steamship Company v. Commissioner, 
45-1 ustc { 9145, 146 F. (2d) 970; G. C. M. 19435, 
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a situation has been judicially rejected, and 
Section 367 may be considered as appli- 
cable even to a situation where money 
alone is paid for shares of a foreign company. 

To appreciate the no-gain-no-loss character 
of a transfer of money to a foreign corpo- 
ration for its stock, one must read Section 367 
in the light of its historical background 
which, as most would surmise, discloses 
that the paragraph was added to prevent 
the domestic transfer of assets (normally 
securities) “having a large unrealized ap- 
preciation” to a foreign corporation for 
subsequent tax-free “sale” outside of the 
United States.” Our legislature recognized 
this earlier possibility as a “serious loop- 
hole,”“ and endeavored to remove it by 
adding the present Section 367 in 1932 to 
our tax law—where it has remained without 
serious modification. The crux of Section 367 
lies in its introductory words: “In deter- 
mining the extent to which gain shall be 
recognized in the case of [an] ex- 
change ” Realizing that the only 
function of the section is to tax gain on a 
transfer of assets to or from a foreign 
company, the payment of cash for its shares, 
while conceivably a “sale,” would be with- 
out liability taxwise even if it were to be 
considered a taxable “exchange” of prop- 
erty. This is so because the cash has the 
same fair value in the hands of the trans- 
feror as in those of the transferee, and the 
“extent to which gain shall be recognized” 
is zero. Where cash is the only asset to be 
transferred to a newly created foreign cor- 
poration, therefore, we might reasonably 
conclude that Treasury approval of the 
transfer is unnecessary. A _ similar work 
of supererogation would of course be a 
request for approval of the formation of 
the company. No such requirement obtains. 


Securities—No less “obvious” than the 
status of cash in a Section 367 exchange 
is the transfer of securities “in exchange” 
for the foreign company’s shares. If prior 
Treasury approval is not secured for such 


(Footnote 39 continued) 

1938-1 CB 176. It is also ‘“‘property’’ under 
reorganization Sec. 112(b)(4) of the 1924 Code 
(Sec. 351 of the 1954 Code). G. C. M. 24415, 
1944 CB 219, revoking G. C. M. 2862, VII-1 CB 
161; see also Halliburton v. Commissioner, 35-2 
ustc § 9431, 78 F. (2d) 265, and Columbia Oil 
& Gas Company, CCH Dec. 10,954, 41 BTA 38, 
44-45. As to 1954 Code Secs. 301-318, Sec. 317(a) 
provides specifically that the term ‘‘property’’ 
includes ‘‘money."’ 

“For an explanation of this procedure, see 
1939-1 CB (Part 2) 471. Litigated examples may 
be found in Kaspare Cohn Company, Ltd., CCH 
Dec. 9604, 35 BTA 646, and Hazleton Corpo- 
ration, CCH Dec. 9813, 36 BTA 908. 
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a transfer, the foreign corporation (not 
being considered as a corporation) will, for 
tax purposes, simply be replaced by its 
shareholder or shareholders, who will be 
deemed to have participated as a party or 
parties to a taxable exchange. Thus, if 
company A, without Treasury approval. 
transfers to a foreign corporation for its 
shares the securities of X and Y companies 
—the X shares having an unrealized ap- 
preciation of $500 and the Y shares having 
an unrealized loss of $500—company A, 
as transferor in an exchange and not be- 
cause of being the shareholder of the foreign 
company, will at once be taxable on a rea- 
lized gain of $500 under Section 367. The 
unrealized loss remains unrealized, as the 
section only operates in determining the 
extent to which gai shall be recognized. 
The shares of X now have a stepped-up 
(by $500) basis in the hands of the foreign 
corporation, while Y’s shares retain the 
same basis they had when owned by com- 
pany A. For all other purposes the tax 
status of the foreign corporation is not 
affected by this section.” 


The clear intention which motivated the 
passage of this section aimed at preventing 
transfers from domestic to foreign corpora- 
tions. Nonetheless, exchanges wholly be- 
tween foreign corporations have been held 
subject to its provisions.“ The deviation 
is a significant one. It implies that every 
corporate exchange among foreign hold- 
ing and operating companies must be pre- 
ceded by a favorable ruling from the 
Secretary of the United States Treasury if 
the “reorganization” is to be recognized 
here. Whether the exchange between foreign 
corporations will have any tax significance 
here will depend upon whether that ex- 
change took place within the United States; 
clearly, an exchange creating income out- 
side of the United States in a foreign corpo- 
ration would not be taxable here.“ Normally, 
our tax laws do not presume sovereignty 
over transfers between foreign entities. Loans, 
for example, between such companies, non- 


“ Report of Ways and Means Committee to 
the House of Representatives, accompanying 
the Revenue Act of 1932, Rept. No. 708, p. 20. 

“ 1939-1 CB (Part 2) 515. 

* Kinkel v. McGowan, 51-1 ustc { 9253, 188: 
F. (2d) 734 (CA-2): ‘Plaintiffs argue that the 
intent of the statutory provision is to prevent 
transfer from a domestic to a foreign corpora- 
tion, and not transfers between wholly foreign 
corporations. But the statute makes no such 
distinction in terms, and there is nothing to 
indicate such limited intent upon the part of 
the legislators."’ 

“ Texas-Canadian Oil Corporation, Ltd., CCH 
Dec. 11,880, 44 BTA 913, illustrates the dis- 
tinction. 
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resident here, are not accountable in the 
United States. 


An excise tax, in addition to the gains 
tax of Section 367, is imposed by Section 1491 
on the transfer of securities without prior 
Treasury approval, by any domestic com- 
pany, citizen or resident, to a foreign cor- 
poration “as a contribution to capital.” The 
tax, assessed against the transferor, equals 
27% per cent of the excess of the fair value 
of the securities transferred over their ad- 
justed basis in his hands. Acknowledging 
the application of both of the sections enu- 
merated to an unapproved transfer of se- 
curities, mo tax would become payable if 
the securities transferred had a fair value 
at the time of transfer either equal to, or 
less than, their adjusted basis in the hands 
of their transferor. 

By earlier hypothesis, the foreign holding 
company may likely own shares in foreign 
subsidiaries. If the foreign subsidiary com- 
panies are already owned by a domestic 
parent, it is extremely unlikely that the 
Treasury will approve their transfer to a 
foreign holding company either formed for 
the purpose or already operating. That 
does not mean that the transfer cannot be 
made; it can, but the gain will be recog- 
nized under both sections if the foreign 
securities are simply transferred directly 
to the foreign holding company for its 
shares. Taxable gain, under both of these 
sections, would be measured by the differ- 
ence between the fair value of the securi- 
ties transferred and their adjusted basis 
in the hands of the transferor. The excise 
tax under Section 1491 might be avoided 
by the following procedure: Instead of 
transferring the shares of stock in the for- 
eign subsidiary to the foreign holding com- 
pany, the foreign subsidiary would be 
liquidated and any gain would be taxed 
to the domestic parent; the parent would 
then transfer the property thus received 
to the foreign holding company in exchange 
for its shares. T!.s exchange, if unapproved, 
would be recognized as taxable under Sec- 
tion 367, but there would be no gain in- 
volved and, hence, no tax. The foreign 
holding company, in turn, might exchange 
the foreign property thus received for shares 
of a new operating company without fur- 
ther tax being due on this last exchange, 
there being again no “gain” to tax under 
Section 367 and the foreign holding com- 





* The case cited at footnote 44 passes specifi- 
cally on the point. 

* Transactions of an isolated nature held not 
taxable here occurred in European Naval Stores 
Company, 8. A., CCH Dec. 16,518, 11 TC 127 
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pany in any event not being subject to tax 
on gain arising outside of the United States. 


Income-producing assets. — An existing 
contract, a going business or any part there- 
of, patent rights, formulae, or even “know- 
how” has a “fair market value” which is 
generally ascertainable by applying the 
usual evidentiary criteria. “Gain,” for pur- 
poses of a Section 367 transfer of such 
property in exchange for shares in a for- 
eign corporation, is measured by the differ- 
ence between the adjusted basis of the 
property in the hands of the transferor and 
its “fair market value,” which is at once 
ascribed to the foreign shares received by 
the transferor in the exchange. As to all of 
these classes of property, prior Treasury 
approval is requisite to their tax-free trans- 
fer, although for those willing to prove both 
basis and fair value, a transfer of assets 
without approval may not cost money in 
taxes (there being no gain), and will not 
prejudice the tax status of the foreign cor- 
poration after such an exchange. It should, 
however, be noted that in the absence of 
Treasury approval the court will not later 
be at liberty to consider the issue of whether 
or not the exchange had, as one of its 
principal purposes, the avoidance of federal 
income taxes. That question would already 
have been resolved against the taxpayer by 
his failure to obtain prior approval; the 
only inquiry would be the extent of the 
gain.” Even the foreign holding company 
which is a nonresident of this country 
would not wish to rely on a possible ex- 
emption from United States tax applicable 
to occasional gains made here by non- 
resident companies.“ Every effort would, 
of course, be made in such transactions to 
remove the incidents of negotiation, sale 
and transfer of securities or property outside 
of the United States in order to locate the 
source of income without the United States. 


Two misconceptions as to the taxable 
character of the foreign holding company 
which prevail in some quarters should be 
laid to rest now before considering those 
aspects of the tax case law which determine 
the tax consequences of the formation and 
operation of these instruments of inter- 
nation commerce. 


“Section 102"' Myth 


Thought has occasionally been expressed 
that “Section 102”" curtails the financial 


(1948), and Jorge Pasquel, CCH Dec. 20,047(M), 
12 TCM 1431 (1953). Contra is Carding, Gill, 
Ltd,, CCH Dec. 10,442, 38 BTA 669. 

* Secs. 531 and following of the 1954 Code, 
concerning accumulated earnings tax. 
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growth of a holding company formed as a 
repository of foreign income.“ The ques- 
tion assumes importance because if the 
section is applicable, the purpose of ac- 
cumulating funds received by such a hold- 
ing company and deferring United States 
tax thereon, would be directly thwarted. 
By its wording the section applies to “every” 
corporation, which would of course include 
both domestic and foreign companies. Until 
the 1954 Code, the penalty tax was levied 
on the “net income” of every corporation 
formed to avoid the imposition of surtax 
upon its shareholders; heretofore the net 
income of foreign corporations has been 
restricted to mean only “income from sources 
within the United States,” therefore ex- 
empting at once all foreign-source income 
of such a corporation. The 1954 Code has 
substituted the words “accumulated taxable 
income” for the earlier “net income.” While 
Treasury regulations explaining these sec- 
tions of the new Code have not yet been 
promulgated, no reason has been publicly 
advanced for. deviating from the old rule 
of exonerating from the “102” penalty sec- 
tions the foreign-source income of a foreign 
corporation. A change in position cannot 
be entirely ruled out, however, because the 
constitutional right to tax the shareholders 
of a foreign corporation for such income 
has already been reasonably well established 


* Code Sec. 532 reads: ‘‘The accumulated 
earnings tax .. . shall apply to every corpora- 
tion . . . formed or availed of for the purpose 
of avoiding the income tax with respect to its 
shareholders or the shareholders of any other 
corporation, by permitting earnings and profits 
to accumulate instead of being divided or dis- 


tributed."’ ‘‘Personal’’ holding companies are 
excepted. 
*” Regs. 118, Sec. 39.102-4(a) reads, in part: 


“In the case of a foreign corporation, whether 
resident or nonresident . . the ‘section 102 
net income’ means the net income from sources 
within the United States (gross income from 
sources within the United States, as defined in 
section 119 and the regulations thereunder, less 
statutory deductions)... ." 

% See Eder v. Commissioner, 43-2 ustc { 9519, 
138 F. (2d) 27, and Rodney, Inc. v. Hoey, 44-1 
uste { 9159, 53 F. Supp. 604. 

“In only one litigated instance has _ the 
Service imposed the surtax on a corporation 
with numerous stockholders. In the Trico 
Products case, 43-2 ustc { 9540, 137 F. (2d) 424, 
and 48-2 ustc { 9344, 169 F. (2d) 343, liability 
to this penalty tax was twice sustained by the 
court. In those cases, although there were 
over 2,000 stockholders, the majority of the 
stock was owned by a very small group of 
persons, and the courts found that the group 
caused earnings to be accumulated for their 
own tax advantage. The Congressional study 
referred to hereafter acknowledges that this 
tax is presently applied only to closely held 
companies. In its original form as proposed 
by the House, the 1954 act (H. R. 8300) at Sec. 
532(b)(1) stated that the accumulated earnings 
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by the foreign personal holding company 
tax cases.” 


It appears that the closely held holding 
companies, foreign and domestic, are ade- 
quately taxed by the sections which desig- 
nate them “personal” holding companies 
and which subject them to that penalty 
tax. In the case of widely owned com- 
panies, whether domestic or foreign, the 
“102” penalty sections applicable to accumu- 
lated earnings have little or no vitality in 
any event, despite a widespread misconcep- 
tion to the contrary.” The foreign holding 
company, then, as earlier defined, escapes 
the “102” penalty tax on accumulated foreign 
earnings because (1) accumulated foreign- 
source income of a foreign corporation is 
presently exempt from the scope of the 
relevant sections and (2) as a subsidiary of 
a widely owned parent it is not subject 
to this tax. 


Foreign Personal Holding Company 
Distinguished 


If any foreign corporation is determined 
to be a “foreign personal holding company,” 
as defined in those sections of the Code 
devoted to the concept, the income of the 
foreign corporation must, when earned, be 
included as a dividend in the gross income 
of its United States shareholders. A for- 


tax imposed by Sec. 531 shall not apply to a 
publicly held corporation as defined in that 
paragraph. As finally passed by the Senate and 
enacted into law, however, this section exempt- 
ing publicly held corporations was deleted from 
the 1954 Internal Revenue Code. The report 
of the Committee on Finance of the United 
States Senate, which accompanied H. R. 8300 
through its final passage by Congress, at page 
69 provides an explanation of why the section 
was deleted from the bill. 

“Under present law, the Section 102 tax is 
theoretically applicable to publicly held as well 
as closely held companies. As a practical mat- 
ter, the provision has been applied only in cases 
where 50 percent or more of the stock of the 
corporation is held by a limited group. 


“Testimony before your committee has indi- 
eated that it would be very difficult for many 
corporations which are generally recognized to 
be publicly held to establish from its records 
that not more than 10 percent of its stock is 
held by an individual and members of his 
family. Yet if publicly held corporations are 
to be exempted from this tax it is recognized 
that a requirement of this type is needed. In 
view of this and the fact that this tax is not 
now in practice applied to publicly held corpo- 
rations, your committee believed it was desir- 
able to remove the exemption provided for 
such corporations by the House bill.’’ 

See also The Taxation of Corporation Surplus 
Accumulations, a Congressional study prepared 
for the Joint Committee on the Economic Re- 
port (United States Government Printing Office, 
1952), especially at pp. 23-27. 
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eign holding company so identified would 
thereby lose the advantage it would other- 
wise enjoy of deferring the payment of 
dividends to its shareholder-parent and 
thereby preserving its earnings free for the 
time being of United States tax. The par- 
ent of the foreign holding company here 
under consideration is publicly owned. Can 
such a company own a foreign personal 
holding company? 


Simply stated, a “foreign personal hold- 
ing company” means any foreign corporation 
at least 60 per cent of the income of which 
consists of dividends, interest, royalties, 
rentals or similar passive income and which 
at any time during the taxable year is 
owned (to the extent of at least 50 per 
cent), directly or indirectly, “by or for not 
more than five individuals who are citizens 
or residents of the United States.” If a 
United States company is an “individual” 
within the meaning of this section,” then, 
its wholly owned foreign corporation, which 
derives the requisite portion of its income 
from these passive sources, must be held 
to be a “personal” holding company. 


Normally, a corporation is not an “indi- 
vidual” where the latter word is used in the 
Code. But the question is complicated by 
the fact that the case of Rodney v. Hoey,™ 
one of the few litigated matters in this nar- 


® Code Sec. 552. 

58 44-1 ustc { 9159, 53 F. Supp. 604. 

% A portion of that opinion reads as follows: 

“An examination of the various sections 
clearly indicate [sic] that Congress intended to 
include domestic corporations as individuals as 
used in Section 331(a)(2). Furthermore, Sec- 
tion 337(a) referring to ‘shareholders’ who 
must include undistributed Supplement P net 
income of a foreign personal holding company 
in their gross income, specifically names ‘do- 
mestic corporations’. To hold otherwise would 
be to frustrate the clear intent of Congress in 
enacting the Statute, which was to prevent 
circumvention of tax obligations, to forestall 
any further practice of the ‘incorporated pocket- 
book’ type of company, and to make it unprofit- 
able to do so. In National Accounting Co. v. 
Dorman, 11 F. Supp. 872, a three judge court 
passing upon the constitutionality of Kentucky 
Statute, held that the word ‘individual’, while 
sometimes used to refer only to a single nat- 
ural person, is broad enough to also embrace 
partnerships and corporations unless context of 
statute repels such construction."’ 

% Code Sec. 544 is referred to in Sec. 554. 
The old regulations explain that section by this 
example: If A and B, two individuals, are the 
exclusive and equal beneficiaries of a trust or 
estate, and if such trust or estate owns the 
entire capital stock of the M Corporation, and 
if the M Corporation in turn owns the entire 
capital stock of the N Corporation, then the 
stock of both the M Corporation and the N Cor- 
poration shall be considered as being owned 
equally by A and B as the individuals owning 
the beneficial interest therein. This same ex- 


row field and the only case deciding the 
issue, declared that a corporation was an 
individual within the meaning of the sec- 
tion.“ The holding, not examined in con- 
text, supports a general conclusion which 
is not the law. From the statement appear- 
ing in that opinion that “Mrs. Scott, a citi- 
zen of the United States, owned all Rodney’s 
[the domestic corporation which held all 
of the shares of the foreign holding com- 
pany] stock,” it becomes evident why such 
a ruling was made: It was based on the 
rules of “constructive ownership” which 
have not been changed by the 1954 Code, 
and which state: “For purposes of deter- 
mining whether a [foreign] corporation is 
a [foreign] personal holding company, in- 
sofar as such determination is based on 
stock ownership . . . stock owned, directly 
or indirectly by or for a corporation 
shall be considered as being owned propor- 
tionately by its shareholders eee 
Rodney case, following the rule of construc- 
tive ownership, actually found that one 
“individual” owned, indirectly, the foreign 
corporation declared to be a personal hold- 
ing company, and not that the intermediary 
corporation was an “individual” under the 
section. 

Our conclusion, therefore, must be that a 
foreign corporation owned by a _ publicly 
owned United States corporation may not 


ample has been used in the regulations dissemi- 
nated by the Treasury for at least 15 years. 

That the interpretation of the word ‘‘indi- 
vidual,’ as above suggested, is a correct one 
is further attested to by the reports of the 
Ways and Means Committee of the House and 
of the Senate Finance Committee on different 
occasions in the past. One such report on the 
1937 act (contained in Seidman’s Legislative 
History of Federal Income Tax Laws, 1938-1861) 
reads, in part, as follows: 

“In order to come within the foreign personal 
holding company definition, at some time dur- 
ing the taxable year more than 50 percent in 
value of the outstanding stock of the company 
must be owned, directly or indirectly, by or for 
not more than five individuals who are citizens 
or residents of the United States (hereinafter 
called the ‘United States Group’)... . 

“While in some cases the ‘United States 
group’ may be identical with the ‘United 
States shareholders’, the two terms are never- 
theless distinct. For example, a domestic cor- 
poration which owns stock in the foreign 
company is a United States shareholder for 
purposes of section 337 but is not a member 
of the United States group since, under section 
333(a)(1), the stock it owns in the foreign 
company is considered as being owned pro- 
portionately by its shareholders for the pur- 
pose of determining whether the foreign 
company constitutes a foreign personal holding 
company." 

See also Porto Rico Coal Company, CCH Dec. 
11,777, 44 BTA 221, aff'd, 42-1 ustc $9315, 126 
F. (2d) 212. 
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be held to be a foreign personal holding 
company under present law. Consequently, 
the foreign holding company here analyzed 
faces no problem in this regard. 


APPLICABLE CASE LAW 


Operation and Use 
of Foreign Holding Company— 
First Requisite: Business Purpose 


While a working experience in the field 
probably provides the most practical an- 
swers to questions that surround the opera- 
tions of a foreign holding company, there 
are in the body of our case law written 
markers which indicate generally the bound- 
aries which circumscribe its formation and 
utility. Among these, the familiar necessity 
for a “business purpose” to motivate the 
creation and operation of such a company 
and the desirability of pursuing business 
activities to avoid the status of a “pure” 
holding company, as hereafter explained, 
may be regarded as fundamental. Together, 
they constitute that elusive requirement of 
our tax law known as “substance.” Each 
of these warrants separate and thorough 
examination. 

Among his many profound contributions 
to the legal art, Learned Hand has por- 
trayed—certainly as skillfully as any—the 
tax laws’ insistence that to merit their 
recognition, the creation and use of any 
corporation, foreign or domestic, must find 
foundation in business considerations. The 
purpose to escape taxation, he, with the 
affrmance of the United States Supreme 
Court, has held to be “legally neutral.” ™ 
Stated another way by him, “a transaction, 
otherwise within an exception of the tax 
law, does not lose its immunity because 
it is actuated by a desire to avoid, or, if 
one chooses, evade, taxation.”™ These ex- 
pressions, interesting to businessmen, mean 
precisely what they have been so carefully 
refined to express; they do not warrant ex- 
panded inference. They simply say that 
one may very properly act to avoid taxes, 
but transactions must meet the require- 
ments of the tax law which have existence 
totally apart from the intention, or purpose, 
of the taxpayer. 


% From Chisholm v. Commissioner, 35-2 ustc 
{ 9493, 79 F. (2d) 14: “In Gregory v. Helvering, 
... 293 U. S. 465, 55 S. Ct. 266, 79 L. Ed. 596, 
the incorporators adopted the usual form for 
creating business corporations; but their intent, 
or purpose, was merely to draught the papers, 
in fact not to create corporations as the court 
understood that word. That was the. purpose 
which defeated their exemption, not the ac- 
companying purpose to escape taxation; that 
purpose was legally neutral."’ 


Foreign Holding Company 


One approach to an accurate understand- 
ing of the “business purpose” doctrine, as 
it bears on tax recognition of the corporate 
entity and the transactions consummated 
by it, is entirely to overlook the question 
of whether a transaction was motivated by 
tax gain, and directly to inquire: Did this 
corporate act have any logical business 
basis? If it did, have subsequent corporate 
activities evidenced the sincerity of this 
avowed business purpose?™ The doctrine 
applies to the foreign holding company with 
the same force as it does to any domestic 
company. Let us turn to a few cases which 
well illustrate it. 

In a landmark case, one Evelyn Gregory 
owned all of the stock in a “holding com- 
pany,” simply a domestic corporation which 
owned shares in another corporation. Spe- 
cifically, it held all of the shares of Monitor 
Securities Corporation, whose shares had 
appreciated in value since their purchase 
by the holding company several years be- 
fore. Rather than to have the holding 
company sell the Monitor shares and then 
pay out the profit to her as a dividend, 
Mrs. Gregory formed a second corporation 
to which the ownership of the Monitor 
shares was transferred from the holding 
company. The second corporation was then 
dissolved and the Monitor shares were paid 
her in liquidation, she thereupon selling 
them and earning the profit directly, claim- 
ing the entire transaction as one falling 
under the iiteral terms of the Code’s cor- 
porate-reorganization sections. She conceded 
that all of these steps were taken solely 
to reduce taxes. Our Supreme Court rec- 
ognized the corporate entity of the second 
corporation, but taxed the payment of shares 
to Mrs. Gregory as a dividend. It held 
that the transfer of assets by one corpora- 
tion to another created for the purpose was 
“in pursuance Of a plan having no relation 
to the business of either simply an 
operation having no business or corporate 
purpose—a mere device which put on the 
form of a corporate reorganization as a 
disguise for concealing its real character.” 
Thus, the absence of any legitimate business 
transaction in this purported “reorganiza- 
tion” in law voided what Mrs. Gregory had 








5} Gregory v. Helvering, 1934 CCH { 9180, 69 
F. (2d) 809. 

% National Investors Corporation v. 
44-2 ustc { 9407, 144 F. (2d) 466, adopts this 
general approach. The two requirements are 
stated in the disjunctive in Moline Properties, 
pe v. Commissioner, 43-1 ustc § 9464, 319 U. S. 
436. 
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done, apart from any consideration of her 
motive of tax avoidance.” Learned Hand, 
in commenting later on this case, found 
that “it does not trench upon that doctrine 
[of the irrelevance of the tax-avoidance 
motive]; it merely declares that to be a 
separate jural person for purposes of taxa- 
tion, a corporation must engage in some 
industrial, commercial, or other activity 
besides avoiding taxation: in other words, 
that the term ‘corporation’ will be inter- 
preted to mean a corporation which does 
some ‘business’ in the ordinary meaning; 
and that escaping taxation is not ‘business’ 
in the ordinary meaning.” © 


Bearing in mind that the foreign holding 
company is no less a corporation than any 
domestic company and subject to many of 
the same rules, let us consider another 
case of domestic litigation. The Continental 
Oil Company, plaintiff in a case of consider- 
able present illustrative value, was engaged 
in the production, manufacture and sale 
of gasoline in 1932. The Continental Oil 
Company of Nevada (Nevada) was a wholly 
owned subsidiary of the plaintiff, with au- 
thorized capital of $2,000, only $500 in shares 
having been issued, to the plaintiff. The 
Conoco Oil Company of Delaware (Conoco) 
was also wholly owned by the plaintiff. 
Under the revenue act of that year, excise 
taxes were imposed upon the sale of lubri- 
cating oils and gasoline by the “manufac- 
turer or producer,” effective June 21, 1932. 
One day before the revenue act became 
effective, Continental transferred to Nevada 
and Conoco about 50 million gallons of 
gasoline by bills of sale from the parent 
to the subsidiary companies. Nevada had 
been organized “as a holding company,” 
and to protect Continental in the use of its 
name in certain western states. It had 
never had gasoline or oil inventories nor 
facilities for marketing the same, nor assets 
of any description except certain stocks 
which Continental had transferred to it on 
open account. The transfer on June 20, 
1932, was the first and only instance of 
its kind. At the time of transfer of the 
stocks of gasoline and oil to Nevada, the stocks 
were located in storage belonging to Conti- 
nental. On the date of the transfer, Nevada 
entered into a contract with Continental where- 
by Nevada was to use all of the facilities of 
Continental and its employees to sell at 
retail the stocks of gas lines and oils which 


it had purchased from Continental. Conoco, 
which had liabilities to Continental of over 
$2 million just prior to the transfer, was 
an operating company which received about 
one quarter of the gallonage transferred. 
After June of 1932, Continental continued 
to draw from the stocks which it had sold 
to Conoco in order to supply its own de- 
mands and that of Nevada. The officers 
and directors were practically the same in 
all three corporations, performing almost 
identical services for all. The main offices 
of all companies were in the office of Con- 
tinental at Ponca City, Oklahoma. 


“Continental admits frankly that its sole 
purpose in attempting to make this sale was 
to avoid the tax which it would be required 
to pay on these same stocks of gasoline 
and oil found in its possession on June 21, 
1932.” The question presented was whether 
or not these transactions between Conti- 
nental and Nevada and between Continental 
and Conoco constituted “bona fide sales” 
which should be recognized as occurring in 
the ordinary course of business. “No fault 
is found with the plaintiff's conduct since 
it was based upon an honest effort to avoid 
the payment of the tax there is no 
question of fraud involved.” 


The circuit court of appeals, looking at 
the facts in the background of these com- 
panies, found that they “go far beyond 
mere ownership of all of the stock in the 
two subsidiaries and participation in their 
affairs in the usual and normal manner of a 
stockholder. They show domination, con- 
trol and participation in affairs of such kind 
and to such degree as to bring the case 
well within the principles announced in two 
quite recent cases. Griffiths v. Commissioner 
[Helvering], [40-1 ustc § 9123] 308 U. S. 
355; Higgins v. Smith, [40-1 ustc { 9160] 
308 U. S. 473.” The “principles” referred 
to were generated in a setting in which an 
individual created a company with which 
he traded in security transactions (Higgins 
v. Smith, cited above). His total domina- 
tion and control of the company prevented 
the tax recognition of loss, in the statutory 
sense, upon sales by the taxpayer to such 
an entity. There it was said: 


“Tt is clear an actual corporation existed. 
Numerous transactions were carried on by 
it over a period of years. It paid taxes, 
state and national, franchise and income. 





%®% Gregory v. Helvering, 35-1 ustc { 9043, 293 
U. S. 465. A study of some of these and the 
following cases may be found in ‘‘The Separate 
Corporate Entity,’’ 29 Texas Law Review 87. 
See also ‘‘Disregard of the Corporate Entity in 
Tax Cases,’’ 80 University of Pennsylvania Law 
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Review 892 (1932), in which it is suggested that 
where an income tax statute totally disregards 
the corporate entity it may be attacked as vio- 
lative of the Fifth Amendment. 

© National Investors Corporation v. 
cited at footnote 58. 
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But the existence of an actual corporation is 
only one incident necessary to complete an 
actual sale to it under the revenue act. Title, 
we shall assume, passed to Innisfail [the 
corporation wholly owned by the individual 
taxpayer] but the taxpayer retained the 
control. There is not enough of 
substance in such a sale finally to determine 
aloss.” (Italics supplied.) 


Following this decision, the transfer of 
the gas and oil gallonage in the Continental 
case was held to be not a busiriess, but a 
tax, transaction which the court was not 
bound to recognize. The gallonage thus 
being in law still the property of the parent, 
the full excise tax was held applicable to it.” 


A corporation was used as an instrument 
to hold title to mortgaged real estate in 
Moline Properties v. Commissioner, 43-1 
ustc J 9464; 319 U. S. 436. All of the stock 
was issued to one Thompson. After pay- 
ment of the mortgage, the corporation was 
utilized to get another loan on the property, 
and for a period it leased the premises as a 
parking lot. On the sale of its realty sev- 


1 Continental Oil Company v. Jones, 40-2 ustc 
1 9549, 113 F. (2d) 557; contra, Standard Oil 
Company of Ohio v. U. 8., 45-2 ustc { 9413, 63 F. 
Supp. 48. Contra Higgins v. Smith, cited above, 
is Burnet v. Commonwealth Improvement Com- 
pany, 3 ustc { 1009, 287 U. S. 415, yet both are 
still cited as controlling law. Pointing up the 
‘‘bona-fide business transaction’’ doctrine, Cir- 
cuit Judge Phillips, dissenting from the ma- 
jority in the Continental Oil Company case, 
found that there were material differences be- 
tween the sale to Conoco and the sale to Ne- 
vada. Conoco was organized to carry on the 
marketing of petroleum products produced and 
manufactured by Continental in certain states 
in which another ‘‘Continental Oil Company”’ 
was chartered. Conoco had about 50 employees, 
all carried on its own payrolls out of Chicago, 
where it kept all of its own books. From the 
date of its incorporation, it owned real and 
personal property in its own name in the states 
in which it did business. It sold to jobbers, 
retailers and consumers, and had storage fa- 
cilities at about 75 points where it received 
tank-car shipments. Judge Phillips wrote: 
“. , the sales to Conoco served a proper and 
legitimate business purpose. By purchasing in 
excess of its normal demands, Conoco placed 
itself in a position to meet, on an equal basis, 
its competitors who had made like pur- 
chases. ... 

* | . it is my opinion that the Continental 
was entitled to judgment for the excise tax paid 
on the gasoline which it sold to Conoco.” 

He had also written: “. . . I agree with the 
conclusions of the majority with respect to the 
purported sale to Nevada [which had virtually 
no physical or business existence].’’ Cf. Con- 
sumers Construction Company v. Commissioner, 
38-1 ustc J 9120, 94 F. (2d) 731. 

® In National Carbide Corporation v. Commis- 
sioner, 49-1 ustc { 9223, 336 U. S. 422, petitioners 
were three wholly owned subsidiaries of Air 
Reduction Corporation (Airco). The three op- 
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eral years later, Thompson sought to have 
the gain taxed only to him, individually, 
asserting that the corporation acted as a 
mere agent for him—that it was under his 
domination and control within the meaning 
of Higgins v. Smith, cited above. The Su- 
preme Court, however, held the corporation 
to have been utilized for a business purpose, 
and that it was a separate taxable entity 
apart from its sole stockholder: 


“The doctrine of corporate entity fills a 
useful purpose in business life. Whether 
the purpose be to gain an advantage 
under the law of the state of incorporation 
‘ or to serve the creator’s personal 
or undisclosed convenience, so long 
as that purpose is the equivalent of business 
activity or is followed by the, carrying on 
of business by the corporation, the corpora- 
tion remains a separate taxable entity.” 


This clear expression was unanimously 
held to apply to the parent-subsidiary cor- 
porate relationship in litigation involving 
the National Carbide Corporation several 
years later.” The complete ownership of 


erated in accordance with contracts with Airco 
and were utilized by it as operating companies 
in the manufacture and sale of certain chemi- 
cals. The contracts provided that the subsidi- 
aries were employed as agents to manage and 
operate plants designed for the production of 
products assigned to each and to sell the output. 
Airco was to furnish working capital, executive 
management and office facilities. The subsidi- 
aries agreed to pay Airco all profits in excess 
of 6 per cent of their outstanding capital stock. 
Petitioners reported as income only the 6 per 
cent return on capital designated by the con- 
tract; Airco reported as its own the balance 
of their income. They contended that Moline 
Properties, Inc. v. Commissioner, cited at foot- 
note 58, which held that the tax laws require 
taxation of the corporate entity if it engaged 
in ‘business activity,’’ expressly excepted the 
situation in which the corporation is the 
“agent’’ of the owner, alleging further that 
Southern Pacific Company v. Lowe, 1 ustc { 19, 
247 U. S. 330, defines the contract of ‘‘agency’”’ 
for tax purposes, that this relationship was 
applicable to the Airco group. 

It was held that when a corporation carries 
on business activity, the fact that the owner 
retains direction of its affairs down to the most 
minute detail provides all of its assets and takes 
all of its profit, can make no difference taxwise. 
A corporation formed or operated for business 
purposes must share the tax burden despite 
substantial identity, in practical operation, with 
its owner. The contracts between Airco and 
petitioners were held not to be contracts of 
“‘agency,’’ as to be a true corporate agent the 
business purposes of a company ‘‘must be the 
earrying on of the normal duties of an agent,”’ 
in no way similar to the business activities of 
petitioners. ‘‘Airco, for sufficient reasons of 
its own, wished to avoid the burdens of prin- 
cipalship. It cannot now escape the tax con- 
sequences of that choice."’ Each subsidiary was 
taxed upon its full earnings. 
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a corporation by another entity and the 
control or domination incident to such own- 
ership were there held to be “no longer 
of significance in determining taxability.” 


The fact that a Nassau corporation had 
no business basis whatsoever resulted in its 
being disregarded as a corporate entity in 
Hay v. Commissioner.“ There, William Hay, 
a naturalized United States citizen since 
1918, in 1930 had purchased for $32,500 a 
California corporation known as William 
C. Hay, Ltd. (Limited), which in 1937 was 
worth in excess of $2 million. In the year 
1936 he took up residence in Canada; in 
June of 1937 he was repatriated as a British 
subject. One month later he went to Nassau 
and became a resident there. He organized 
a Nassau corporation in August of 1937 
under the name of Colonial Trust Com- 
pany, Ltd. (Colonial), and thereupon trans- 
ferred all of the stock of Limited to Colonial 
for all of its stock. In 1938 Limited con- 
veyed to Colonial all of its assets, consist- 
ing of approximately $2 million in cash and 
shares of common stocks, concluding the 
liquidation of Limited. The court noted: 
“Colonial, Ltd., was never engaged in any 
other business. It had an office in the suite 
of an attorney in Nassau It had no 
employees.” The court held that both steps 
(the creation of Colonial and the dissolu- 
tion of Limited) were part of a single plan 
conceived to accomplish a desired purpose. 
The juristic existence of Colonial “cannot 
be recognized because we must bear in 
mind that the primary purpose of Colonial, 
Ltd., was to minimize taxation and enable 
Hay to possession of the assets 

* 44-2 ustc § 9522, 145 F. (2d) 1001. 

* Carling Holding Company, CCH Dec. 11,022, 
41 BTA 493; also, see Moro Realty Holding Cor- 
poration, CCH Dec. 7522, 25 BTA 1135. It is 
appropriate to here note that the Southern Pa- 
cific and Gulf Oil Corporation cases cited in the 
Carling opinion have been so thoroughly criti- 
cized and narrowed by the courts that they 
enjoy little or no virility today. Those cases, 
which concerned earnings accumulated prior to 
the passage of our income tax law, ‘‘lay down 
no rule for tax purposes."’ (National Carbide 
Corporation v. Commissioner, cited at footnote 
62.) Munson Steamship Lines v. Commissioner, 
35-2 ustc { 9428, 77 F. (2d) 849, sometimes cited 
as authority for disregarding the corporate 
entity in a matter of tax, was also squarely 
rejected as establishing any general precedent 
in the National Carbide Corporation case, as 
the Munson case depended ‘‘upon a particular 
legislative purpose’ in the maritime field. In 
U. 8. v, Jelenko, 1 ustc { 209, 23 F. (2d) 511, a 
corporation was used merely as an adjunct to 
a real estate partnership and as a convenience 
in taking and conveying title to real estate. 
No capital was paid in, and it had no assets. 


Because the activity of the corporation was 
practically nil, the court disregarded its status 
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of Hay, Ltd., without paying the large tax 
which the liquidation of the company and 
the distribution of its assets to Hay in this 
country would have involved. Colonial, 
Ltd., . . . had no other business purpose.” 
The dividend in liquidation of Limited was 
held to be a domestic distribution of ac- 
cumulated earnings directly to Hay, who 
was engaged in business in the United 
States during the taxable year and, hence, 
taxable to him in full. 

The lesson of these cases, and of those 
referred to in footnote, may be simply 
summarized. For those contemplating the 
formation generally, or the interposition of 
a foreign holding company within an exist- 
ing corporate framework, it is not legally 
enough that the motivation proceed entirely 
out of tax considerations; some logical busi- 
ness ends must recommend and prompt 
both the decision and the action which 
ensues. 


Need for Corporate Activities 


The concept of the “pure” holding com- 
pany is intended to characterize a corpo- 
ration formed to hold title to property, real 
or personal—just that and no more. The 


status, to be avoided by the foreign hold- 
ing company, is illustrated by the case of 
Carling Holding Company, a domestic corpo- 
ration formed by bondholders of a defaulted 
Florida hotel to take title to the hotel be- 


cause the bondholders’ committee did not 
wish title to be in their three individual 
names." The $500 capital of the company 
was never paid in and the only stock certifi- 


as a corporate entity. To the same effect is 
Mark A. Mayer, CCH Dec. 9680, 36 BTA 117. 
Many cases exist to the contrary, however, 
wherein the evidence showed that some actual 
business was conducted under the corporate 
name, purchases were made, goods were sold, 
checks were signed, etc. See Palcar Real Estate 
Company, CCH Dec. 11,869-C, also Gray Holding 
Corporation v. Clauson, 51-1 ustc { 9197, 95 F. 
Supp. 928. Broadway Strand Theatre Company, 
CCH Dec. 4187, 12 BTA 1052, is one of these, 
and see Sheldon Building Corporation v. Com- 
missioner, 41-1 ustc § 9340, 118 F. (2d) 835. In 
Thomas Thorkildsen, CCH Dec. 746, 2 BTA 570, 
a taxpayer bought up a large acreage of min- 
eral leases and, in order to secure certain leases 
held by a corporation, he bought out its entire 
capital stock. Subsequently, in mining opera- 
tions he disregarded the corporate entity and 
ultimately abandoned the leases, which were 
forfeited. This left the corporation with no 
assets or property of any kind, and the stock 
was worthless. The loss thereon was allowed 
as an individual deduction. ‘‘The distinguish- 
ing feature between that case and this [Broad- 
way Strand Theatre Company] case is that 
Thorkildsen never operated the corporation, 
while in this case the Broadway Strand The- 
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cate was issued for one share to the three 
members of the committee. The only con- 
sideration for the conveyance of the hotel 
to the company was the agreement by the 
committee to lease the property for two 
years to an operating company organized 
by the major stockholders of the defaulted 
hotel. The holding company entered into 
a lease with the operating company, and 
performed no other function. On this set 
of facts the Board of Tax Appeals found 
the Commissioner to be “in error in his 
contention that because petitioner is ad- 
mittedly a corporate entity it follows that 
it is taxable upon the moneys received. 
Corporate entity in fact, that is, incorpo- 
ration in due form of law, has often appeared 
in cases where the entity was ignored for 
tax purposes, e. g. Southern Pacific Co. v. 
Lowe, 247 U. S. 330; Gulf Oil Corporation 
v. Llewelyn, 248 U. S. 71; . . . Higgins v. 
Smith, 308 U. S. 473.” (CCH Dec. 11,022.) 
Whatever income was received by this 
corporation was paid it in its capacity as a 
“mere” conduit through which the money 
was to be passed on to the bondholders’ 
committee. Thus, legal title only, not equi- 
table ownership, was held to reside in the 
corporation. 


The theory, in essence, is one of trus- 
teeship or agency; when income is paid 
me by depositing a draft to my account 
at the bank, the bank is not chargeable for 
income tax on monies thus received. The 


corporation in this case, it is held, played 
a similar role; “corporate entity is subordi- 
nated to substance.” Yet three dissenting 
judges regarded the decision as a strange 
anomaly, perceptively finding that “to char- 
acterize the corporation as a conduit or an 
agency or an instrument does not affect its 


(Footnote 64 continued) 
atre was always operated as such.”’ 
of opinion.) (Italics supplied.) 
Judge Learned Hand held, in Nixon v. Lucas, 
1930 CCH { 9472, 42 F. (2d) 833: ‘‘While there 
are many cases in which a court will hold third 
persons for legal transactions conducted in a 
corporate name, in general ‘in matters of con- 
tract, it is impossible to see the men behind’. 
Donnell v. Herring-Hall-Marvin Safe Company, 
208 U. S. 267. . . . The exceptions are those 
in which the persons charged, ignoring the con- 
stituted authorities of the corporation, transact 
the business themselves, though in its name. 
. . . In the case at bar the partners chose, for 
some reason not disclosed, to deal with the 
company as a legal person, which they could 
do if they wished. Their agreements created 
contracts with the same obligations as though 
the company had been an individual. There 
were no attendant circumstances which show 
that they were not so intended, as in the case 
of contracts made:as a jest, or only to serve as 
a blind. The fact that the partners could at 


(P. 1057 
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status under the tax law, for every corpo- 
ration is essentially that.” The fact that the 
corporation, voluntarily conceived and oper- 
ated, “owned property, collected rents, and 
later conveyed the property” in the judg- 
ment of the dissenters adequately denoted 
corporate “vitality as a taxpayer.” 


Another case involved one Archibald 
Watson, an attorney engaged in a number 
of business enterprises, each of which he 


incorporated. He maintained a country resi- 
dence in Long Island, consisting of two 
parcels of realty; title to one parcel was 
held by his realty corporation, title to the 
other by Meadow Road Improvement Cor- 
poration. He owned all of the capital stock 
of both corporations, and claimed to have 
organized them to facilitate transferability 
of title because his wife, who would other- 
wise have had to join in the execution of 
any deed, spent most of her time abroad. 
Each parcel of realty was mortgaged, and 
interest on the mortgages, together with 
taxes on the properties, was paid by him. 
Neither corporation had a bank account or 
any asset other than the legal title to the 
properties. Watson personally undertook all 
activities with respect to the properties. 
The formation of the corporations was not 
motivated by any intent to avoid, postpone 
or reduce taxes, and they performed no 
function save that of holding title. In pass- 
ing on Watson’s claim that these corporate 
entities should be overlooked, the court 


held that they were not engaged in any 
business and that the expenses incurred for 
taxes and interest on the property were 
allowable directly to Watson, as sole share- 
holder.” The corporations were held to 
have “no tax status.” Needless to say, were 
such a result to occur to a foreign holding 


any time have taken over the assets and dealt 
directly with their customers, is not a reason 
for looking behind the pattern so devised and 
used. Whatever they might have done, they 
did what they did.'’ Moline Properties, Inc. v. 
Commissioner, cited at footnote 58, is to the 
same effect. 

*® Archibald Watson v. Commissioner, CCH 
Dec. 11,210, 42 BTA 52. See also 112 West 59th 
Street Corporation v. Helvering, 3 ustc § 1181, 
68 F. (2d) 397. Other tax inquiries as well 
make a distinction between ‘‘an enterprise for 
the transaction of business’’ and one which 
merely ‘‘holds and conserves investment prop- 
erty."’ The first is a requisite to taxation as 
an “‘association."’ (Morrissey v. Commissioner, 
36-1 ustc J $020, 296 U. S. 344.) The latter status 
renders an “‘assoc‘ation’’ not taxable (Chase 
National Bank, Trustee, CCH Dec. 11,012, 41 
BTA 420). Cf. ‘‘Requirement as to Active 
Business,’’ contained in Sec. 355(b) of the 1954 
Code, restricting certain ‘‘tax-free’’ exchanges 
of corporate securities. 
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company, all of its income would be charge- 
able directly to its domestic corporate par- 
ent, taxable here at the 52 per cent rate. 


In Hans F. Wriedt;,* a 
under the Hitler regime, to conceal the 
identity of his foreign holdings, bought all 
of the shares of a Swiss corporation known 
as Hard, A. G. This company, the court 
said, “never had any money of its own, 
petitioner being the owner of all of its 
assets,” although all securities and bank 
accounts were carried in the name of the 
company. Years later, when, in the United 
States, petitioner received from the corpo- 
ration the securities which it held, the 
Commissioner asserted that the corporation 
had “served a business purpose” and that 
petitioner was liable as a withholding agent 
for the income from securities owned by 
the corporation. It was held that “Hard, 
A. G., at all times was used merely as a 
name in which to carry petitioner’s account. 

. It amounted to no more than a nomi- 
nee of petitioner. [After petitioner] 
took possession... of the. . . securities 

. Hard, A. G., . ceased to function 
in any capacity.” As so frequently occurs, 
what the court here states as a fact is, in 
effect, the very point of law which the 
litigation determines. Thus, when the indi- 
vidual, Wriedt, is said to have been the 
“owner of all of its [Hard, A. G.’s] assets,” 
the case is concluded—simply because the 
doctrine of trusteeship or agency must apply 
where the recipient of the money is by 
definition held not to be its “owner.” As 
in Carling Holding Company, cited above, 
the jural designation of what at first blush 
appears to be but one of the stipulated facts 
at once merges all of the fact and the law 
in a decision. With equal facility the court 
might have said under these facts that the 
corporation was active in such a manner and 


German citizen 


* CCH Dec. 15,630(M), 6 TCM 144. 

* Whether income earned in 1938 was taxable 
to two corporations recognized as such under 
our tax law or whether they were ‘‘dummies’’ 
and their income attributable to their two 
shareholders was the subject of litigation in 
Paymer v. Commissioner, 45-2 ustc { 9353, 150 
F. (2d) 334 (CCA-2). Both companies were 
formed to avoid the claims of individual credi- 
tors of one shareholder. Each company held 
title to a separate piece of real estate, but all 
of the income and expense incident to owner- 
ship was handled by the shareholders directly 
on the books of a partnership in which they 
were active in business. The corporations, 
Raymep and Westrich, had no office or bank 
accounts, and after their organization meetings 
they held no others. The leases existing on the 
real estate when the conveyances to the cor- 
porations were made were not assigned to the 
corporations and nothing was done by West- 
rich in respect to the property held in its name. 
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to such an extent as to deny the doctrine 
of agency and to reflect a true ownership 
in itself rather than in another. Such is 
the measure of the distinction laid down 
by the Tax Court (Archibald Watson, cited 
above) and by undoubtedly the most sophis- 
ticated of the circuit courts of appeal in a 
recent case in which Circuit Judge Chase 
(Judges Learned Hand and Swan concur- 
ring) held that one corporation under con- 
sideration “was active enough to justify 
holding that it did engage in business in 
1938,” but that another “did nothing but 
take and hold the title to the real estate 
conveyed to it,” and that consequently the 
latter was but a “sham to be disregarded 
for tax purposes.” “ 

The role of a company used by a sole 
shareholder solely for purposes of “hold- 
ing” real estate, stock and insurance was 
held to be tantamount to “an admission of 
mere agency” of the corporation for the 
petitioner in Thomas K. Glenn: ® 


“The corporation never transacted any 
business” and its “purpose, of course, could 
not itself be business activity. 


2. . finding neither corporate business 
transacted nor business reason for the 
transaction, nor equivalent of business pur- 
pose or activity, . we think that. . 
the corporation should [not] be recognized 
separately from the petitioner 


In the foregoing cases the courts have 
decided that what under other sets of laws 
may accurately be regarded as corporations 
are not corporations under our tax laws. 
The lack of animate or inanimate physical 
indicia of existence brings support to, if it 
does not bear the entire weight of, these 
decisions. Although these companies were 
born, they did not live in a business sense. 
This distinction knew even greater impor- 


In the case of Raymep a loan of $50,000 was 
obtained by it in 1938. It was held that Raymep 
was active enough to justify holding that it was 
a corporation that did engage in business in 
1938. The absence of books, records and 
offices and the failure to hold corporate meet- 
ings were not decisive on that question: 

“Though Raymep was organized solely to 
deter creditors of one of the partners, it appar- 
ently was impossible or impracticable to use 
it solely for that purpose when it became neces- 
sary ... to secure the... Jean... 

‘“‘Westrich, however, was at all times but a 
passive dummy which did nothing but take and 
hold the title to the real estate conveyed to it. 
It served no business purpose in connection 
with the property and was... but a sham to 
be disregarded for tax purposes.’’ Cf. North 
Jersey Title Insurance Company v. Commis- 
sioner, 36-2 ustc { 9396, 84 F. (2d) 898. 

8 CCH Dec. 13,752, 3 TC 328. 
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In a world so largely foreign, the 
foreign corporation answers a 
proper need in a proper way, a fact 
which the passage of time 
strengthens in the public view. 


tance in the early years of our corporate 
tax law when subjection to tax was totally 
dependent upon being “engaged in busi- 
ness.” Thus, in an early federal case, the 
United States Supreme Court held that a 
company organized only to hold title to 
real estate, and to collect and distribute 
rent received from a single lessee, was not 
“engaged in business” and, hence, was not 


taxable under the corporation tax law of 
1909.” 


Whether or not the old phrase “engaged 
in business” measures with precision the 
tax birth of the corporate entity, it is evi- 
dent that activities underlie them both. Also, 
it is clearly evident that the “substance” 
of the corporation, as a legal-tax entity, 
recedes in direct proportion to diminishing 
activity, with the result that where a corpo- 
ration, from the beginning, has lain sub- 
stantially dormant, there is the possibility 
that- it may be disregarded and its share- 
holders recognized as the principals in inter- 
est.” Thus, the court speaks of a lack of 
business “activities” in Kaspare Cohn Com- 
pany, Ltd. v. Commissioner,” and holds that 
there is no authority for the recognition of 
a “foreign subsidiary corporation, the prop- 
erty, management, and activities of which 
were completely dominated and controlled 
by a domestic parent corporation which 
created it for a special [tax] purpose.” In 
that case Ben Meyer and Milton Getz 
owned Kaspare Cohn, Inc. (Cohn), a Cali- 
fornia corporation which, in turn, owned 
a large block of shares in Southern 


° U, §. v. Emery, Bird, Thayer Realty Com- 
pany, 237 U. S. 28. Cf. Von Baumbach v. Sar- 
gent Land Company, 242 U. S. 503 (1917). 

7In a word, the foreign holding company 
should strive for activities which include ‘‘some- 
thing more than the mere holding of property 
and the distribution of the receipts thereof.”’ 
(Lyon Lumber Company v. Harrison, 40-2 ustc 
{ 9528, 113 F. (2d) 443, 449.) As Learned Hand 
so well phrased the rule in National Investors 
Corporation v. Hoey, cited at footnote 58: 

. to be a separate jural person for pur- 
poses of taxation, a corporation must engage 
in some industrial, commercial or other ac- 
tivity besides avoiding taxation.’’ 

Two publicly owned foreign (Venezuela) hold- 
ing companies were examined in William F. 
Buckley, cited at footnote 14. United States 
individual shareholders there tried to secure 
judicial disregard of the corporate entity in 
order to obtain for themselves a depletion 
allowance of 27% per cent on oil royalties paid 
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California Gas Company (Gas). There be- 
ing an offer to purchase the Gas shares at 
a large profit to Cohn, it formed Kaspare 
Cohn Company, Ltd. (Limited) in Canada. 
Cohn then exchanged all of the Gas shares 
for all of the shares of Limited. Limited 
had a statutory office in Canada, but no 
employees or operations there. Substantially 
all of the activities of Limited were handled 
by “dummy” directors and officers who had 
no beneficial interest in the corporation. 
The Gas shares remained physically in the 
United States until Meyer and the pur- 
chasers left New York for Montreal, at 
which place the Gas shares were sold by 
Limited for cash. After the sale, the cash 
received was transferred by Limited to 
Cohn as a “loan.” The court noted: 


“The only . . . activities of the officers 
and directors of . . . Limited, in Canada... 
consisted of formally approving and signing 
agreements concerning the sale, or the con- 
templated sale, of the gas stocks.” (Italics 
supplied.) 

It transacted no business in Canada. 


The court held that “The whole trans- 
action is not ‘in fact what it appears to be 
in form’ [that] ‘fictional corporate 
camouflage can not be made the device to 
escape taxation’.” The Canadian corporation 
(Limited) was found to have acted as “a 
mere agency or instrumentality of Cohn, 
Inc., in transferring the gas stocks 
and receiving the consideration therefor. 

. it was created ... by its parent for 
that very purpose. ... We hold that Cohn, 
Inc., was the real owner and vendor of the 
gas stocks when the sale was made.” 


Although the Kaspare Cohn decision was 
virtually disregarded in Hazelton Corpora- 
tion,” which involved substantially identical 
facts, the rationale of Kaspare Cohn was 


them by the Venezuelan companies, such statu- 
tory depletion allowance only being allowed in 
the United States to domestic persons having a 
direct ‘‘economic interest’’ in the oil in place 
in Venezuela. Their claim was that the com- 
panies had ‘‘no business purpose or activity”’ 
and that consequently they should be disre- 
garded for tax purposes. It was held: ‘‘Aurora 
not only bought royalty rights, but sold royalty 
rights and at one time made an investment in 
a totally unrelated field. Anzoategui from the 
record appears to have been somewhat less 
active, but its activities were clearly of a busi- 
ness character. There is no warrant for dis- 
regarding these foreign entities ... .’’ 
™ Cited at footnote 40, followed in Paul Plun- 
kett & Company, CCH Dec. 11,270, 42 BTA 
464, where a penalty for fraud was affirmed. 
™ Cited at footnote 40. Some of the principal 
points of comparison between these two cases 
are these: In the Cohn case the principals 
(Continued on following page) 
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later reaffirmed in John P. Curran." There 
the circuit court of appeals also affirmed 
the Commissioner’s assessment of a penalty 
for the filing by the taxpayer of a “false 
and fraudulent” return in a strikingly simi- 
lar case. The use of none of these foreign 
corporations involved ordinary business 
activity, nor were they in any instance a 
part of any plan of business operation. 
They were used as corporate devices for 
the momentary “holding” and sale of securi- 
ties, a classification which, in the eyes of 
our tax law, rendered them suspect. 


It will by this time have been noted that 
almost all of the litigated cases discussed 
in this section involve either single parties 
or several individuals who dealt with a 
corporation of their creation, one which 
they owned and controlled. In this respect 
the factual situations differ from any in 
which the foreign holding company might 
participate—that company, by earlier defi- 
nition, being owned by a publicly owned 
domestic corporation. Inasmuch as no liti- 
gation directly illuminates the area in which 
such a foreign holding company must oper- 


(Footnote 72 continued) 

actually went to Canada and there transferred 
securities; in Hazleton, the principals chose to 
permit banks in Ottawa and Montreal to act 
as their agents for the physical handling of 
the securities. In Cohn, a domestic corporation 
formed the foreign corporation, exchanging 
shares of another corporation for shares of the 
latter. In Hazleton, there was a domestic cor- 
poration whose shares were quite valuable 
and whose individual shareholders themselves 
formed the foreign corporation, then exchanged 
their shares in the domestic company for the 
shares of the foreign company. Hazleton had 
many individual shareholders, Cohn but a few. 
In the Cohn case, the proceeds from the Ca- 
nadian sale were distributed at once to several 
majority shareholders ‘‘by way of loan,"’ they 
being financially unable to repay such loan; in 
Hazleton there is no indication that the money 
received by the foreign corporation from the 
sale of shares was distributed by it. Lastly, 
it appears that Hazleton, after the profitable 
sale of its securities, ‘‘continued as an invest- 
ment corporation with its principal office and 
place of business in Montreal, Canada’’; the 
remains of the Cohn Canadian company were 
brought back to California to share physical 
quarters with its domestic parent. 

% CCH Dec. 9912-F, reversed “under the au- 
thority of Higgins v. Smith,” in 40-2 usre { 9717, 
114 F. (2d) 1018. The petitioner, an individual, 
exchanged 16,000 shares of Curran Laboratories, 
Inc., a domestic corporation whose stock had 
greatly appreciated in value, for all of the 
shares of a Panamanian company. Dummy di- 
rectors and officers of the Panamanian company 
met in Panama to accept this exchange of 
shares, then resigned, and the petitioner and 
his wife became the directors. The physical 
exchange of shares took place in Montreal, 
Canada. Immediately thereafter the Panama 
company transferred the Curran Laboratories, 
Inc. shares to the representatives of an Ameri- 
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ate, we are forced to refer. to and reason 
from those litigations which are available 
to us. We might justifiably say that, gener- 
ally speaking, the foreign holding company 
is subject to the same set of rules appli- 
cable to any domestic company, which 
determine whether a corporation is entitled 
to be judicially considered as a corporation 
under our tax laws. In fact, strong proba- 
bility exists that foreign corporate entities 
will, in the years just ahead, be subject to 
an even more rigid scrutiny by our courts 
than domestic companies because of the 
severe loss of federal revenue that would 
surely stem from a relaxed attitude toward 
their recognition. Conservatism suggests, 
therefore, the avoidance of the “pure” hold- 
ing company, that is, one which merely 
holds title to property and nothing more, 
just as it commends the integration of busi- 
ness activities of a general nature into any 
conception of a foreign corporation which 
may have as its primary purpose the 


holding of securities or income-producing 
rights. 


can purchaser, receiving $300,000 in cash and 
25,000 shares of stock of the purchaser. The 
cash and stock were left on deposit in Canada. 
Isaac L. Rice, Jr., CCH Dec. 10,606-E, decides 
an identical case in which the United States 
owner of the foreign corporation's shares with- 
drew for his personal use all of its cash funds 
received from the sale of appreciated securi- 
ties. The tax return of Rice was held not to 
have been fraudulently filed. 

™ There unquestionably are situations where 
the ‘‘holding’’ of property on a large scale 
emerges from the passive realm into active 
business. If a domestic ‘holding company”’ 
may earn dividends or, under unusual circum- 
stances, royalties from its subsidiaries and 
licensees and, under decisions such as those 
cited in this footnote, have that income judi- 
cially regarded as ‘‘derived from the active con- 
duct of a trade or business,’’ then such income 
should qualify under Code Sec. 921 as accept- 
able to a Western Hemisphere Trade Corpora- 
tion and, other circumstances being proper, it 
will consequently be entitled to a preferential 
tax rate here. 

Orpheum Circuit, Inc. v. Reinecke, 1930 CCH 
9346, 41 F. (2d) 524, is an excellent example 
of such a case. There a holding company pur- 
chased shares of stock or other securities in 
some 32 corporations operating theaters and 
amusement enterprises in various cities of the 
United States. It received advances from sub- 
sidiaries, occasionally booked the exhibitions 
of the subsidiaries, made advances to subsidi- 
aries to meet operating deficits, assumed the 
liabilities of some subsidiaries to others and be- 
came a guarantor of a lease. It also owned 
shares of stock in unrelated companies—which 
shares were sold at a substantial profit—and 
purchased and sold notes in the open market. 
One of the purposes for which the plaintiff hold- 
ing company was formed was ‘‘to secure control 
and management of its subsidiaries.’’ It was 
held that ‘‘the Supreme Court has set up plain 
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While a decision on these matters rests 
largely on subjective professional interpre- 
tation, it is not entirely illogical to consider 
that a foreign corporation may in the future 
be called upon to show not only that it 
engaged in activities, but that it had foreign 
activities, thereby justifying not only its 
corporate status, but also its nondomestic 
corporate status which entitled it to signifi- 
cant tax advantage in this country. Never- 
theless, under the law—as the cases existent 
today indicate it to be—in those instances 
where for a proper business purpose a 
foreign holding company was duly formed, 
where its shares were duly issued, its offi- 
cers elected and it undertook definite, even 
though quite limited, business activities and 
where for all business purposes it is treated 
as, and acts like, a separate corporation, 
owning property in its own right and having 
many of the indicia of “substance” referred 
to in the cases reviewed in this section, 
there would seem to be no lawful reason 
why its corporate form—at least for tax 
purposes—should be rejected and its share- 
holder taxed on what would then in law 
be regarded as its own income. 


Selection of Country 
of Foreign Incorporation 


So much has been said generally about 
the attractions of incorporation in remote 
areas of the world that, like the boy at the 
three-ring circus, one scarcely knows which 
way to turn for fear of missing some un- 
expected advantage immanent in the law 
of the most recently publicized foreign 
jurisdiction offering novel incorporation 
features. From Tangiers to Liechtenstein, 


Liberia to Luxembourg or even 
the Bahamas,” the parade of the exotic 
catches the imagination—if not the full 
understanding—of the American business- 
man interested in saving money. Yet even 
legal specialists of little modesty, and surely 
those of intellectual candor, will not pre- 
sume a working familiarity with ail of 
their laws. 


from 


The strange thing about all of this is that 
under our tax laws there are, for purposes 
here relevant, only two kinds of corpo- 
rations: (1) domestic (companies formed 
here) and (2) foreign (companies formed 
elsewhere). If a corporation is one, it is 
not the other, and vice versa. Thus, when 
we say that a United States-owned Ber- 
muda company doing business in Portugal 
is not subject to United States tax or that 
a Panamanian company conducting trading 
operations in Belgium is not either, we are 
merely saying that foreign corporations are 
not taxable on foreign-source income. Our 
law does not say that the Bermuda and Pana- 
manian companies are not taxable here 
because they were incorporated in Bermuda 
and Panama rather than in Germany or 
India or any other foreign country. It 
simply says that these companies are not 
taxable here on such income because they 
are foreign corporations. 


The main attraction offered by these 
foreign jurisdictions lies, of course, in the 
fact. that their income tax laws either do 
not tax the foreign-source (as to those 
countries) income of companies formed 
under their laws, or such jurisdictions do 
not have an income tax. In either event, 
companies formed there may earn income 





(Footnote 74 continued) 
standards as to when a corporation is active 
and when it is passive. The activities engaged 
in by the plaintiff were not those narrow activi- 
ties such as are incident to the ownership of 
property. Its corporate life was not dormant 
and passive. It was organized to acquire 
and unify the management of other corporations 
engaged in the theatrical business. When, dur- 
ing the taxable years in question, it acquired the 
stock of a corporation engaged in the theatrical 
business, it was doing the very business for 
which it was organized. It did not acquire such 
stock as an investment. It acquired such stock 
to procure control and to bring under its man- 
agement another theatrical corporation.’’ Simi- 
larly, Associated Furniture Corporation v, U. 8., 
70 Ct. Cls. 526, involves a corporation, organ- 
ized to engage in the furniture business, which 
in the course thereof acquired all of the capital 
stock of six corporations engaged in that 
business. See also Edwards v. Chile Copper Com- 
pany, 270 U. S. 472, and Ward Baking Corpora- 
tion v. U. 8., 1929 CCH D-9027, 66 Ct. Cls. 456. 
% The jurisdictions whose income taxes vir- 
tually exempt foreign-source income are Ar. 
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gentina, Brazil, Costa Rica, Ecuador, Haiti, 
Honduras, Liberia, Liechtenstein, Luxembourg, 
Monaco, Netherlands Antilles, Panama, Union 
of South Africa, Uruguay and Venezuela. Tan- 
giers, Bermuda and the Bahamas have no in- 
come tax. Canada, as a favorable country for 
this purpose, is treated in detail, below, in 
“Canadian ‘Four-K’' and ‘N. R. O.’ Companies."’ 
Australia, Denmark, Great Britain, New Zea- 
land and the Swiss cantons and Swiss federation 
also exempt foreign-source income under certain 
circumstances. At a panel section of the For- 
eign Group of the Illinois Association of Manu- 
facturers held on November 8, 1955, the 
following additional countries, among others, 
were named as having tax laws without extra- 
territorial effect: Aden, Gibralter, Lebanon, 
Malaya, Siam (Thailand), Solomon Islands, 
Southern Rhodesia. Mr. Mitchell Carroll, speak- 
ing at the 1954 National Foreign Trade Conven- 
tion (see its report of proceedings (New York, 
1954), at p. 285), has indicated that the tax laws 
of France and Italy exempt from their commer- 
cial profits taxes active income of their compa- 
nies allocable to a permanent establishment 
abroad. 
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from sources foreign as to those countries 
and the United States, and be subject to 
tax neither there nor here. Such income 
may, of course, be subject to tax in the 
country where, by its own laws, the income 
is earned. That tax may be collected by 
withholding, as is generally the case with 
dividends, royalties, rents and interest, or 
may merely become a liability of the earn- 
ing company, income taxes on profits de- 
rived from ordinary business transactions 
being in most countries of a self-assessing 
character just as they are in the United 
States. 


Thirty-three countries appear in a foot- 
note below, named as generally not taxing 
foreign-source income and thus as being 
possible jurisdictions in which to incorpo- 
rate a foreign holding company. No less 
than five tests apply to determine the suit- 
ability of a foreign jurisdiction for this 
purpose. Thus measured, the list distills 
rapidly to a point where but few countries 
are found to be practically useful. These 
tests, outlined below, apply to specific 
factual situations, and would best be con- 
sidered in that light. 


(1) Business considerations.—The juris- 
diction selected should be one which fits 
into the business plans and operations of 
the affiliated group. This may very likely 
indicate incorporation in a country in which 
active business is contemplated, although it 
need not. Nothing in our law intimates 
that once it is determined to use a foreign 
corporation, one country should be pre- 
ferred over another as a situs for foreign 
incorporation. To illustrate: The fact that 
Panama is selected over Argentina is a 
fact without United States tax significance 
if it is first assumed that a proper business 
purpose has motivated the creation of a 
foreign corporation. The identity of the 
country selected, per se, should have no 
probative or evidentiary value. Clearly, the 
formation and use of a foreign holding 
company cannot be actuated entirely by 
United States tax considerations;™ one 
reason, in the minds of some, for not using 
a jurisdiction like Monaco, Liechtenstein 
or Panama is that lay, or even some pro- 
fessional, persons infer, from the geography 
of a business situation, that no proper busi- 


% This postulate is taken up in detail, above, 
in “Operation and Use of Foreign Holding 
Company—First Requisite: Business Purpose.’’ 
The avoidance of foreign taxes, just as the 
avoidance of state taxes, may, on the other 
hand, constitute a proper business purpose 
under United States tax law. See Stimpson v. 
Commissioner, 1932 CCH { 9053, 55 F. (2d) 815. 
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ness purpose motivated the creation of a 
company there formed. This sentiment is 
receding, particularly among businessmen, 
its dissipation reflected in the growing 
public awareness of the existence and es- 
sentiality of foreign corporations, almost 
without single nation identity, in a world 
of nations no two of which lie more than 
a few hours apart. 


(2) Tax considerations.—Tax consider- 
ations follow the business factor in impor- 
tance; in judging them it is enormously 
insufficient to say that the tax structure of 
each of the 33 nations named favors the 
incorporation there of foreign holding com- 
panies. The question is not one of black 
and white. In selecting a foreign juris- 
diction, freedom from tax, or specific prefer- 
ence under foreign tax law, should be a 
precise condition, not based upon _ vacil- 
lating, undecipherable or conditional legis- 
lation. The selection of Switzerland, for 
example, means the assumption of a pro- 
digious task in comprehending one of the 
most intricate tax structures of the world. 
Skilled United States tax lawyers or ac- 
countants rarely speak German, the lan- 
guage of most, but not all, of Switzerland’s 
tax law; persons skilled in speaking German 
often make poor translators of the techni- 
cal language of a tax statute. There is too 
much background in the terms used—even 
as there would be difficulty for a Swiss 
lawyer who would endeavor to translate 
our tax word “basis.” Taxes are imposed 
in Switzerland by the federal government, 
by the cantons (states) and by the local 
governments—a triple threat.” Of 25 cantons, 
each has different tax laws, their rates and 
impact varying greatly, but practically all 
imposing a higher tax than the federal tax. 
A Swiss holding company may escape the 
federal defense tax if it derives income 
entirely from dividends paid by controlled 
subsidiaries; the favorable cantons offer a 
tax exemption similarly qualified. But what 
happens if income is earned in the form of 
royalties or interest, or from active busi- 
ness? Any business situation might involve 
a subtle question of law in a foreign maze. 
Natural caution opposes placing total re- 
liance on distant, foreign advisors, as would 
be imperative in the use of a Swiss hold- 
ing company. 

™ See, for example, ‘‘The Taxes of Switzer- 
land, a Survey of the Federal and Cantonal 
Taxes,’’ compiled by the Federal Tax Adminis- 
tration, Verlag fiir Recht und Gesellschaft, 
A. G., Basel, Switzerland, and also George von 
Schanz, Die Steuern der Schweiz (Stuttgart, 
1890). 
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Simpler “strings” attach to freedom or 
preference under Australian tax law, to use 
one last example. That jurisdiction taxes 
all income derived by any company incor- 
porated there on all of the income it re- 
ceives during the year other than from 
“exempt” sources.” Any “company which 
is incorporated in Australia” is defined to 
be a “resident of Australia,” and taxable 
as such.” “Income derived by a resident 
from sources outside of Australia, where 
that income is not exempt from income 
tax in the country where it is derived” is 
by their law made exempt from Australian 
income tax.” Thus, where an Australian 
company derives income (either active or 
inactive) ™ from sources outside of Austra- 
lia, no Australian income tax is payable 
thereon if that income is subject to tax in 
the country in which it is earned. This con- 
dition renders an Australian incorporation 
dubious for the reason that—especially in 
the instance of trading companies—it is 
possible to have a profit situation which is 
not reached by any taxing jurisdiction. If 
an Australian company were used under 
those circumstances, it would be subject 
to tax in Australia on that portion of its 
income which escaped tax elsewhere. 


Thus—either handicapped by the uncer- 
tainty of the foreign tax law or, the law 
being reasonably certain, it being unwise 
to voluntarily assume restricting qualifica- 
tions for tax exemption or preference— 
we are forced to disregard a large number 
of jurisdictions which otherwise appear to 
qualify for use. 


(3) Political and legal considerations.— 
Tax laws alone obviously do not exhaust 
the levai implications of foreign incorpora- 
tion. These vary widely. Incorporation 
in Switzerland, for example, is a very ex- 
pensive initial process if large capital is 
involved (usually 1 per cent of capital, a higher 
rate on small capitalizations). If a large capi- 
tal is actually involved but not accurately re- 
ported in full, the Swiss Government may 
decline to refund to the corporation monies 
which it holds each time a tax treaty (be- 
tween Switzerland and a foreign country) 


™% Australia Income Tax and Social Services 
Contribution Assessment Act, 1936-1953, Part 
III, Sec. 17, and Part I, Sec. 6(1), defining 
‘*person.”’ 

7 Act cited at footnote 78, Part I, Sec. 6(1)— 
“‘resident.’’ 

% Act cited at footnote 78, Part III, Sec. 23(g). 

%18C. T. B. R. Case 39; 1C. T. B. R. (N. S.) 
Case 8. 

8 Federal Court Decision 75 I 61, Switzerland. 
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reduction is sought by a Swiss company 
claiming its provisions.” (Switzerland has 
sometimes been used for incorporation pur- 
poses because of its favorable tax treaties, 
but the reductions under the treaties are 
available only on request for rebate after 
the full tax otherwise due has been paid 
in to the Swiss revenue.) Moreover, Swiss 
tax authority may disregard the existence 
of a legal entity if it is found to be estab- 
lished merely for the purpose of tax avoid- 
ance.” Factors such as this may easily 
not show up in the tax laws of a foreign 
country. 


The burden of exchange controls has 
already been covered directly and by ex- 
ample in this study™ as prohibiting in- 
corporation in many of the countries of the 
world whose tax laws might indicate a con- 
trary answer. No business would willingly 
submit to foreign dominion over funds which 
might otherwise remain free. Currency in- 
volvements comprise but a part of a large 
problem which may be designated as the “polit- 
ical considerations” affecting a decision on for- 
eign incorporation. The blocking of funds or 
income, by either the United States or the 
foreign country of domicile, might un- 
expectedly be applied to the foreign holding 
company incorporated abroad to gain a 
tax-saving advantage which would prove 
to be of last importance. It has been said 
by high authority that the utilization abroad 
of a foreign corporation loses for its 
sponsors the assistance and protection of 
the laws of the United States.“ History 
has not vindicated this position,” and it is 
extremely doubtful that our Department 
of State would fail to aid an American 
business grievously wronged by foreign 
confiscation merely because its foreign op- 
eration was conducted through a foreign 
corporation. It would be better, naturally, 
to avoid foreign political issues wherever 
possible, especially when a number of coun- 
tries offer incorporation possibilities not 
attended by such dangers. 


(4) Costs and ease of use.—The costs of 
incorporation in a foreign country and the 
relative ease of operation of the company 


% Federal Court Decisions 59 I 283; 70 I 274; 
Archives, Vol. 15, p. 234, Switzerland. See also 
footnote 4. 

* Above, in ‘‘Example 8."’ 

* The United States Supreme Court in Na- 
tional Paper & Type Company v. Bowers, 1 
ustc { 106, 266 U. S. 373, also National Paper & 
Type Company v. Edwards, 292 F. 633. 

% South and Central American expropriations 
of United States property owned through for- 
eign corporations have been vigorously pro- 
tested by our State Department in the past. 
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thereafter, here and abroad, have frequently 
determined the selection of one country 
over another as a situs for incorporation 
activity. As before indicated, incorporation 
costs in Switzerland are high indeed. 


The laws of most of the foreign countries 
which endeavor to attract incorporations 
provide for nominal fees in this regard. 
The countries sometimes assess various 
small taxes, in lieu of income tax, against 
their companies. Liechtenstein, for ex- 
ample, requires a small tax on capital; 
Uruguay does the same. Bermuda assesses 
an annual license tax of $560, while Luxem- 
bourg exacts a percentage of the par value 
of shares and an annual stamp tax. Panama, 
Liberia and Canada have virtually no 
governmental fees or taxes which become 
due after the foreign company is formed.” 
Neither do these three countries require 
the filing of regular corporate or income 
returns for companies not resident or doing 
business there—a feature which has also 
rendered them attractive jurisdictions to 
use for the purposes indicated. 


(5) Treaty advantage.—The approximately 
150 tax treaties which have been entered 
into by various countries of the world, in- 
cluding in 18 instances the United States, 
modify the income tax laws of treaty na- 
tions in all cases where a nation’s tax laws 
are inconsistent with the provisions of its 
tax treaties.“ Where a foreign corporation 
earns income abroad and pays that income 
to another foreign (holding) corporation 
which is its shareholder, one set of tax laws 
will apply to that payment where the corpo- 
ration receiving the payment of income from 
the source country is incorporated in, or—in 
most instances—is a “resident” of a country 
which is a party to a tax treaty with the 
source country; another and more stringent 





%' This and the following statement, as to 
Canada, apply only to its nonresident companies 
—not to the Four-K companies which pay an 
annual fee of $100 and file returns regularly. 

88 Code Sec. 7852(d) (1954) reads: ‘‘No provi- 
sion of this title shall apply in any case where 
its application would be contrary to any treaty 
obligation of the United States in effect on the 
date of enactment of this title.’’ 

®° Munsche, ‘“‘The Need for an International 
Business Corporation Concept,’’ 33 TAXES 487, 
489 (July, 1955). An interesting example of this 
type of approach to the reasoning of the tax 
treaties is included in a Treasury mimeograph 
explaining the United States-United Kingdom 
treaty (Mim. 6063, 1946-2 CB 80, §1 and 2.) 
Under it any ‘‘corporation [wherever formed] 
managed and controlled in the United King- 
dom classified as a foreign corporation for 
United States income tax purposes .. . [is] 
entitled to exemptions or partial exemp- 
tions from the United States income tax 
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tax law frequently applies where the country 
of incorporation of the recipient foreign 
corporation has no tax agreement with the 
country of source. 


If a foreign jurisdiction can be found 
which does not tax foreign (as to it) source 
income, which may permit incorporation 
there by nonresidents and which has en- 
tered into tax conventions with other na- 
tions, it should serve as a vehicle for use 
as a foreign holding company which stands 
a chance, at least, of additional exemptions 
from source-country tax which are not 
available to other jurisdictions not parties 
to any tax treaties. In order to minimize 
the taxation of transactions between the 
foreign holding company and its domestic 
parent, it is also desirable that this foreign 
jurisdiction be a party to a tax treaty with 
the United States. A hypothetical example 
illustrates the problem. Writing of the “dis- 
advantages of the foreign holding company,” 
one author quite recently noted: “Many of 
the benefits of treaties, for the avoidance of 
double taxation, into which the United 
States has entered with 17 foreign countries 

which are available to United States 
corporations and their employees are not 
available to international business corpora- 
tions formed under the laws of a third 
country For example, the company 
plans to operate in Germany through a 
German corporation. If the stock of the 
German company is owned by a Pana- 
manian holding company, dividends - paid 
by the German company will be subject to 
the regular 25 per cent German dividend 
withholding tax. This tax would be re- 
duced to 15 per cent under the United 
States-German income tax convention,” ™ 
that is, if the holding company were in- 
corporated in the United States. 


if such . . . corporation (a) is subject to 
United Kingdom tax and (b) is not engaged in 
trade or business through a permanent | estab- 
lishment in the United States 

Thus, any foreign corporation (other than a 
United States corporation) managed and con- 
trolled in the United Kingdom (and thus resi- 
dent there, see below, in ‘‘Nonresident Canadian 
Company"’) is able to benefit by our treaty with 
the United Kingdom; the income which is thus 
exempted, however, must be subject to United 
Kingdom tax at the time it is earned (English 
Income Tax Act, 1952, Schedule D, { 1(a) (S. 
122 and 526)). This last requirement (subjec- 
tion to tax in England) is not a requirement 
of the suggested ‘‘international’’ holding com- 
pany. Franz Martin Joseph of New York has 
noted this phase of the Australia, Ireland, New 
Zealand and United Kingdom tax treaties in a 
notable contribution to the understanding of tax 
treaty law, cited at footnote 27, at p. 791. 
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This criticism enjoys some acceptance in 
the popular estimate. It presumes that in- 
come will not be passed back in dividends 
to the United States parent, for if it were 
so passed back, either amount would be 
available as a credit against the United 
States tax on such foreign income. In this 
situation we should note that the tax treaties 
of the United States have endeavored to 
obtain tax equity for United States interests 
on the assumption that a domestic company 
is, and will continue to be, subject to tax 
on its world income.” The extension of 
their benefits to companies now enjoying 
the tax status of foreign corporations, while 
not within the contemplation or intention 
of those who conceived and drew these 
treaties, is, of course, a possibility. Yet 
another and present possibility exists in 
this situation: to find and utilize a holding 
company formed in a favorable jurisdic- 
tion which also enjoys the “treaty”. ad- 
vantage which, in this instance, would 
delimit the tax to be withheld on German 
dividends paid this foreign corporation, 
just as the German-United States treaty 
has reduced that tax from 25 per cent to 
15 per cent.” A solution contemplates first 
an analysis of the tax structures of coun- 
tries enjoying tax treaties with Germany 
to see whether they lend themselves to use 
by foreign holding companies—at least hav- 
ing tax structures which do not tax foreign- 
source income, and then a study to ascertain 
whether the treaties themselves recognize 
all corporations of the other country as 
qualifying, for tax exemption or preference 
under their terms. As elsewhere noted, it 
is also desirable that the country selected 
enjoy a tax treaty with the United States. 


Without unduly extending the !ength of 
this article, it might be said that in the 
specific situation given, involving Germany, 


In this example it is clear that the fact that 
the rate of German tax is reduced from 25 per 
cent to 15 per cent should be of much greater 
doctrinal concern to the Treasury and to pro- 
ponents of the single tax at source than to the 
taxpayer, simply because here is income, clearly 
having a German source, which is not taxed in 
the United States nor at the full German rate. 
“Since ... (the tax agreements) mostly limit 
the taxing power of the country of source, they 
bring relief less to the taxpayer than to the 
treasury of his home country by reducing the 
credit it has to give; the taxpayer benefits 
chiefly when the foreign tax exceeds the maxi- 
mum credit allowable under the legislation of 
his home country."’ (III International Tax 
Agreements xi (United Nations, 1951).) 

% This situation is presented as Example 8, 
above. See also the example of use, by certain 
Canadian companies, of this theory as de 
scribed below, in ‘‘Canadian ‘Four-K’ and 
‘N. R. O.’ Companies."’ 
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it was found, after considerable effort, that 
there was no satisfactory country in which 
to locate the foreign holding company, 
selected on the advantageous treaty basis 
suggested above.” The countries with which 
Germany has treaties™ did not have tax 
laws that exempted foreign income from 
tax,”* the currency or the political complexion 
of the country was such as not to advise 
the use of its laws,” or the terms of the 
treaty were such that mere incorporation 
under the laws of the foreign country was 
insufficient to allow that corporation the 
benefit of the tax treaties of its mother 
country—either “residence” or “domicile” 
in that country being essential in order 
to qualify as a national.” While the example 
taken is one which is realistic, the fact 
that in this instance Germany does not 
permit a solution does not mean that other 
countries, similarly involved, might not yield 
a different result as, in fact, they sometimes 
do. Obviously, too, in order to obtain the 
benefits of the treaty of a specific country, 
the possibility exists of qualifying a native 
corporation within the country of its in- 
corporation as a resident or as having 
a domicile there. This procedure might 
be indicated when a business function would 
be served and the amount involved would be 
adequate to warrant such additional effort. 


Canadian ‘‘Four-K"’ and 
“N. R. O."" Companies 


We have seen in the previous section 
that the ideal country in which to incor- 
porate the foreign holding company is one 
which serves the business inclinations of a 
given situation and whose tax structure 
omits taxing foreign income. The country 
should be politically and financially stable, 
its laws reasonably clear and understand- 


®" This study was facilitated by reference to 
the broad collection of international tax mate- 
rials of the Fiscal and Financial Branch in the 
Bureau of Economic Affairs of the United Na- 
tions Department of Economic and Social Af- 
fairs, which data were made available for 
consultation by Mr. Karol Kremery of that 
office. This is the agency which has compiled 
and edited the five volumes (thus far) of the 
United Nations series, ‘‘International Tax Agree- 
ments.”’ 

* Germany has tax treaties with Austria, 
Denmark, France, Greece, Italy, Netherlands, 
Sweden, Switzerland, the United Kingdom and 
the United States. 

*% These countries include Austria, Greece, 
Netherlands, Sweden and the United States. 

*% This factor, among other things, eliminates 
hg Denmark, Italy and the United King- 

om. 

% Switzerland, among others, is eliminated on 
this basis. 
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able. Neither should they discourage do- 
mestic incorporation by foreigners. If at 
all possible, that country should have a tax 
treaty with the United States and with as 
many other countries as possible. The laws 
of Canada qualify in all of these respects. 


Many have in writings observed those 
sections of the laws of Canada which bring 
to life their “foreign business corporations” 
(Four-K Companies), legislation which grants 
virtual tax immunity there to any company 
formed in Canada which will engage in 
active business exclusively abroad and meet 
other prescribed terms.” Like those which 
bound the activities of our Western Hemi- 
sphere Trade Corporations, the requirements 
for the operation of these Canadian busi- 
ness vehicles, while simply met, by their 
breach expose income to full Canadian tax.” 
The antecedents of this statute have on 
occasion been ascribed to a legislative de- 
sire to attract nonresidents to form companies 
in Canada. But a clear understand- 
ing of the tax-exempt status of Canadian 
nonresidents and a knowledge of the extent 
of Canadian control over certain Brazilian 
traction and public-utility interests testify 
with bluntness to the contrary. The statute 
was tailored for Canadians residing in 
Canada. It attracts their capital into for- 
eign corporate operations by making that 
corporate income tax free in Canada. The 
nonresidents—United States companies and 
citizens, for example—already enjoy tax 
immunity in operating Canadian companies 
abroad. 


Another section of the Canadian tax law 
prefers income earned by what is known 
as “non-resident-owned (N. R. O.) invest- 
ment Corporations.” Simply said, these 
corporations are Canadian companies at 
least 95 per cent owned, directly or in- 
directly, by nonresidents of Canada and 
whose income is derived entirely from divi- 
dends, interest, rents or annuities.” Their 
taxable income is subject to tax in Canada 


* Sec. 71 of the Income Tax Act of Canada 
prescribes the conditions under which foreign 
business corporations must operate to gain 
exemption. These companies are sometimes re- 
ferred to as ‘‘Four-K Companies’’ because vir- 
tually the same section appeared as Sec. 4(k) 
in the Income War Tax Act before 1948. 

* This occurred in Alberta Pacific Consoli- 
dated Oils Ltd. v. Minister of National Revenue, 
(Ex Ct.) 2 DTC 886, (1946) 4 D. L. R. 641, 

*® Sec. 70 of the Income Tax Act of Canada. 
They are the subject of comment by Robert 
Weiss in 33 TAXes 579 (August, 1955). 

0 For a company resident in Canada, ‘‘in- 
come"’ includes income from all sources ‘‘inside 
or outside Canada’’ from all ‘‘businesses, prop- 
erty, and offices and employment.’"’ (Income Tax 
Act, Sec. 3.) ‘‘Taxable income’ is normally 
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at the rate of 15 per cent. Contrary to 
the usual Canadian tax immunity of inter- 
corporate dividends, dividends received by 
the N. R. O. company are not exempted 
from tax.” Such a company may not 
principally engage in the business of mak- 
ing loans or trading: in mortgages or bills. 
It must make statmory election to achieve 
this status. For international use as a for- 
eign holding company, there is little to com- 
mend the N. R. O. corporation, It is 
unqualifiedly subject to tax on its world 
income, including dividends from all sub- 
sidiaries, at the 15 per cent rate. Restric- 
tions on the nature of its income forbid 
its engaging in active business, rendering 
it inflexible. The fact that no deduction 
from income is allowed it for interest paid 
on any form of indebtedness relegates it 
the more to unfavorable consideration. 


But it is unfair to say that neither the 
foreign business corporation nor the N, R. O. 
investment company has a place in this 
scene. They enjoy a singular though un- 
sung advantage over the simple nonresident 
Canadian company which may on occasion 
be of immense value; the advantage lies 
in the fact that they may (but need not) 
be residents of Canada, which one factor 
alone (except as to the United States) en- 
titles them to recognition under the several 
treaties which Canada has entered into with 
other countries.“ The point is basic to an 
understanding of the “treaty advantage” 
mentioned elsewhere in this article. It may 
be illustrated by the one known example 
which has appeared in written comment: ™ 
anf some Canadian shipping companies 
operating abroad with ships registered in 
Canada were exempt from tax in the other 
countries by virtue of agreements between 
Canada and those countries for the recipro- 
cal exemption of earnings from ships and 
aircraft. When such shipping companies 
qualified for exemption from Canadian tax 
as foreign business corporations, the result 


‘income for the year minus the deductions per- 
mitted by Division C."’ Division C, at Sec. 28(1), 
provides for a deduction from corporate ‘‘in- 
come"’ of dividends received. However, as to 
N. R. O. companies, ‘‘notwithstanding Division 
C, no deduction may be made from its income 
for the year.’’ (Sec. 70(1).) 

11 As of November 30, 1955, Canada enjoyed a 
tax treaty with each of the following countries: 
the United States, the United Kingdom, France, 
Sweden, New Zealand and Ireland. A treaty 
with Denmark, signed on September 30, 1955, 
on the former date had not been approved by 
the Canadian Parliament. 

12 This observation is perceptively made in 
CCH Canadian Tax Reporter, Vol. 1, p. 2527, 
{| 14-437 (1955). 
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was that they were paying no income tax 
to any Government.” 


The situation has been since countered 
by Section 71(2)(d) of their act. 


The “resident” requirement for recogni- 
tion of a Canadian company does not per- 
vade the Canada-United States tax treaty. 
A good part of that treaty is controlled on 
the basis of whether or not a corporation 
was “organized under the laws of” one of 
the contracting states. This “place of in- 
corporation” test favors many transactions 
between Canadian companies and United 
States interests. The nonresident Canadian 
company meets this test while, at the same 
time, it avoids the operating requirements 
of the Four-K Company, which in some 
financial situations render the use of the 
latter company impossible. Neither does 
the simple nonresident company pay the 15 
per cent tax assessed against the N. R. O. 
company. It, in fact, needs to file no 
income tax returns in Canada, and oper- 
ates with no restrictions. 


Nonresident Canadian Company 


We come now to a deliberate consider- 
ation of the nonresident Canadian company, 
a corporation which, for purposes of Cana- 
dian and United States income tax, is 
foreign to both countries and taxable, ex- 
cept on domestic income, in neither.* The 
anomaly stems from a basic difference in 
the elementary concepts of taxation of the 
two countries: In the United States the 
place of incorporation determines corporate 
taxability, while in Canada only “resident” 
companies are taxed, irrespective of where 
they may have been incorporated.™ It is 
Canadian law that companies incorporated 
under the Companies Acts of Canada or any 
of its provinces will not be subject to Cana- 
dian income tax at all unless they are 
considered to be “residents” of that country 
or unless they “carry on business” in Can- 
ada at any time in the year.” The deter- 
mination of what constitutes “residence” 
must quite naturally be determined by 
Canadian law which, as in most matters of 


8 Canada-United States tax Art. 
XI(1). 

1% The use of the word ‘‘foreign’’ in this con- 
text is perhaps not entirely accurate; by the 
terms of the Dominion Companies Act, at least 
the domicile of a company incorporated there- 
under is in Canada. 

%% The charging section of the Canadian In- 
come Tax Act, Sec. 2(1), reads: ‘‘An income 
tax shall be paid as hereinafter required upon 
the taxable income for each taxation year of 
every person resident in Canada at any time in 
the year." (Italics supplied.) Sec. 139(1)(ac) 


treaty, 


Foreign Holding Company 


this character, refers in turn to the laws 
of England. 


In Egyptian Delta Land & Investment Com- 
pany, Ltd. v. Todd;“ a company which was 
incorporated and had its registered office 
in England had received rental and interest 
income from Egypt. All of the operating 
functions of the company, including the 
keeping of books and records, billing, issu- 
ance and transfer of shares, were carried on 
in Egypt. The directors and shareholders 
met in that country. Only the bare require- 
ments of the Companies (Consolidation) 
Act, 1908, were complied with in London, 
for example, the keeping of registers of 
members and directors, and the filing of 
statutory returns. The precise question 
presented was whether, for purposes of 
income tax, a company must always be 
resident at its place of registration or in- 
corporation, even if no vital, functional 
activities are carried on there. Reversing 
two earlier decisions, the House of Lords 
unanimously held that incorporation in Eng- 
land under the Companies Act and the 
registered office’s being there did not of it- 
self and as a legal consequence make a 
British company resident there for income 
tax purposes. In that decision previous 
cases were carefully reviewed, and it was 
shown that throughout the series the ap- 
proved test of residence had been “where 
real trading is carried on,” and that this 
had repeatedly been defined to be where 
the directors exercised their control over 
the company’s affairs. It was pointed out 
that in no previous case had the statutory 
requirement of the Companies Act been 
treated as having any bearing on the ques- 
tion of residence. There were not two 
rules to be applied: (1) the place of regis- 
tration and (2) the place of control; a 
singular principle applied to all companies, 
namely, they were resident where central 
control was situate. 


That the place of registration or incorpo- 
ration of a company is not conclusive on 
the question of residence is also apparent 
from the holdings in Cesena Sulphur Com- 


declares that the word 
that act, 
politic.’’ 

6 Other than 


as used in 
corporate or 


‘“‘person,”’ 
‘includes any body 


‘residence’ there is one addi- 
tional possibility of being taxed in Canada. 
Sec. 2(2) of the Canadian Income Tax Act 
States that ‘“‘Where a person who is not taxable 
under subsection (1) [see footnote 105] 
(b) carried on business in Canada at any time 
in the year, an income tax shall be paid as 
hereinafter required upon his taxable income 
earned in Canada... .” 
1 (1929) A. C. 1; 14 T. C. 119, 138, H. L. 
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pany v, Nicholson and Calcutta Jute Mills 
Company v. Nicholson™ Under Canadian 
and English law, a company—like an in- 
dividual—may reside in two places at the 
same time. For example, in the Calcutta 
case, the manufacture and sale of jute took 
place in India where all the property of 
the company was situate; the directors met 
in London where the registered offices 
were. The shareholders met, and the direc- 
tors declared dividends, in London, from 
which place the directors controlled the 


general finances of the company. In the 
Cesena case, the registered offices were in 
London, where the directors and _ share- 
holders met and where dividends were 
declared. The main destinies of the com- 
panies were controlled from London, but 
the whole of the Cesena manufacture and 
sale was in Italy, where, also, the main 
books and banking accounts were kept and 
the company was registered. In each case 
it was held that the company was a resi- 
dent of England. It was there said that the 


true residence of a company was where 
the real and substantial place of business— 


18 (1876) 1 Ex. D. 428; 1 T. C. 88. 

™ (1876) 1 Ex. D, 428; 1 T. C. 83; also Swed- 
ish Central Railway Company, Ltd. v. Thomp- 
son, (1925), A. C. 495, 499; 9 T. C. 342, 370, 371, 
H. L, “‘The Residence of a Company,"’ 16 Solici- 
tor 58 (1949), and ‘‘Residence of a Company,” 
19 Solicitor 207, present able studies of these 
English legal issues. 

© The sworn facts presented for consideration 
were these: 

““‘M Company Limited is a Canadian corpora- 
tion which is beneficially owned by a German 
national now resident in and by an 
American citizen in Chicago in the proportion 
of approximately three to one. The Board of 
Directors meets in Chicago. The Board of Direc- 
tors includes three American citizens resident 
in Chicago. The officers of this corporation are 
The M Company Limited car- 
ries on no business activities in Canada, con- 
ducts no sales in Canada, has no agents or 
employees in Canada, owns no property in 
Canada. It is managed and controlled totally 
outside of Canada. The business of the M 
Company Limited is devoted to the purchase and 
sale of patent rights, trademarks, formulae, 
trade secrets and to the placement and sale 
in the United States and other countries (ex- 
clusive of Canada) of machinery in the 
field, its income being derived from commissions 
on such sale, from royalties and payments for 
technical services. In Chicago at the present 
time it has an office at , at which address 
Mr. ————-————- works daily. To date the in- 
come of the M Company Limited has been 
nominal, not aggregating over several thousand 
dollars, with expenses substantially in excess of 
receipts. There is no definite indication as to 
the probability of future income or expense of 
this company. 

**‘Based on the foregoing facts, we would like 
to request a ruling of you on the following 
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the administrative part of the company’s 
business, that is, its control—was carried on. 


A request for a ruling on the tax status 


of a company formed in Canada, but doing 
no actual business there, was directed not 
long ago to the Department of National 
Revenue in Ottawa, in terms (substantially 
as set forth below)” which comport very 
closely with those of the English litigated 


cases previously cited. On February 1, 
1955, an opinion was expressed by the legal 
branch of that body that, from the facts 


submitted, the company was not a resident 
of Canada and hence not required to file 


income tax returns in Canada, and was thus 
not subject to their income tax. 


The idea has been advanced by some 
that, as applied to present context, the 
Canada-United States treaty has applica- 
tion only in those situations in which a 
Canadian .“enterprise,” as opposed to a 
Canadian corporation, is involved. The 
thought is based on the treaty’s definition 
of the term “Canadian enterprise,” ™ and is 
no doubt inferred from a Treasury decision 
in which it is said that “an enterprise 


“1. Is the M Company Limited a non-resident 
Canadian corporation under the Canadian In- 
come Tax Act? 

“2. Is it required of the M Company Limited 
that it file with the Department of National 
Revenue each year income tax returns indi- 
cating its expenses and income? 

“3. Should at any future time the status of 
this company be so changed as to possibly ren- 
der it liable to tax in the Dominion of Canada, 
is it sufficient if it then apprise the Department 
of its change in status and at such time again 
be scrutinized as to the necessity of filing such 
returns?” 

One month later the following facts were 
added to the query: 

“It may be that the M Company Limited will 
borrow without interest a substantial sum of 
money from another corporation domiciled in 
Panama and doing business outside of the 
United States and Canada. Thereafter it will 
loan this money to a United States company 
actively in business in the United States, and 
at a rate of interest generally prevailing in the 
United States at the time of the making of this 
loan. Advice is requested as to whether the M 
Company will be liable for any Canadian income 
tax on interest income earned by it from United 
States sources and arising under these circum- 
stances."’ 

As to the latter issue it was held that the com- 
pany was not subject to any Canadian income 
tax in respect of interest earned from the loan 
made to the United States company. 

1 Protocol Sec. 3(e) defines a Canadian enter- 
prise as an enterprise carried on in Canada by 
a corporation created in or organized under the 
laws of Canada. In the treaty, an ‘‘enterprise’’ 
includes ‘‘every form of undertaking.’’ (Proto- 
col Sec. 3(b).) 
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carried on wholly outside Canada by a 
Canadian corporation is not a Canadian en- 
terprise within the meaning of the conven- 
tion,”"*’ When the wording of its United 
States treaty, however, is compared with 
that of other Canadian tax treaties, it be- 
comes difficult to avoid the conclusion that 
there is a definite treaty status intended for 
a corporation “organized under the laws of” 
Canada. Clearly, as to the convention’s 


treatment of “industrial and commercial 
profits,” the “enterprise” concept would bar 
a nonresident Canadian company from qualify- 


ing.” But as to many of the other pro- 
visions of the treaty,“* the nonresident 
Canadian company would appear to benefit 
in the same manner as a resident one. 


This being fact, Canadian companies seem 
to lend themselves very well indeed to use 
in the role of “foreign holding companies” 
as elsewhere defined in this article.” 


Liquidation or Other Disposition 


It is the law, generally, that no gain or 
loss shall be recognized on the receipt by 
a corporation of property distributed in 
complete liquidation of another corpora- 
tion.”* Yet Section 367 expressly prohibits 
the application of this rule, denying a for- 
eign corporation recognition as a corpora- 
tion unléss such an exchange of stock for 
property is preceded by Treasury approval. 
Except in very extreme instances that ap- 
proval, in practice, is not granted. An 
exception to this rule might lie where the 
government of the foreign country of in- 
corporation, sua sponte, commences proceed- 
ings to revoke the corporate franchise or, 
conceivably, where the foreign charter pro- 
vides for a corporate life measured by a 
term of years which draws to an end. In 
both instances, the approaching dissolution 
might be considered sufficiently involuntary 


to warrant a tax-free liquidation of the 
foreign subsidiary.™ 


12T. C. 5206, Sec. 7.22(c). 

13 Canada-United States treaty, Arts. II and 
Ill. Alan R. Rado treats this view of the 
treaty’s inapplicability to an ‘‘enterprise’’ situa- 
tion, and also covers very well certain opera- 
tional aspects of foreign corporations, in 
‘Foreign Corporation: Its Role in the Taxation 
of Income from International Trade,’’ 10 Tax 
Law Review 307, 318. 

™4 Note, for example, Arts. VIII, XI-XIII. 
Cf., as to the United Kingdom, Australia and 
New Zealand treaties, Joseph, work cited at 
footnote 27, at p. 791. 

5 The statements made in this section which 
purport to interpret various aspects of the 
Canadian Income Tax Act are regarded as 
accurate by Stuart Thom, of Toronto, eminent 
Canadian tax specialist who collaborated in 
the authorship of McDonald's Canadian Income 


Tax (Butterworth & Company, 1955). 
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That the shares of stock in a foreign 
holding company are “property” held by a 
corporation not as “stock in trade,” nor 
used in its trade or business and subject to 
the allowance for depreciation is a proposi- 
tion reasonably free from doubt. In con- 
sequence, such property meets the Code’s 
definition of a capital asset.“" At worst, 
then, though liquidation under the corpo- 
rate-reorganization sections would lose the 
obvious advantage of being a nontaxable ex- 
change of stock for property (including, 
of course, money), the foreign corporate 
shares would fall subject to the tax treat- 
ment normally afforded gain or loss in- 
curred in the exchange of a capital asset.*” 
The view may be substantiated by tracing 
the transaction through the applicable Code 
sections. Thus, as amounts distributed in 
partial or complete liquidation of even a 
foreign corporation shall be treated as in 
full payment in exchange for the stock,™ 
when the foreign corporation is liquidated 
the distribution is for tax purposes an “ex- 
change.” Section 331, controlling corporate 
liquidations, in fact excludes the possibility 
of regarding such a transaction in another 
light, declaring that Section 301 (relating 
to effects on shareholders of distributions 
of property) shall not apply to any distribu- 
tion of property in partial or complete 
liquidation. Thus, even though it be con- 
ceded (which in fact it is not) that the 
liquidation distribution were to be defined 
as a “dividend” under Section 316(a), we 
are forbidden by Section 331(b) from re- 
ferring to charging Section 301(c), which 
otherwise would have distinguished be- 
tween “adjusted basis” and “dividend,” and 
designated how the distribution would be 
taxed. The interrelationship of these sec- 
tions, especially under the new Code, leaves 
little room for the contention that such 
a distribution might be regarded as a divi- 
dend. 


"6 Code Sec. 332(a). 

m7 “Currency restrictions, greatly increased 
taxes in the country of incorporation, or 
threats of nationalization’’ have been mentioned 
as possible bases upon which a foreign liquida- 
tion by a domestic shareholder might be made 
without tax cost here. Read Seghers, a law re- 
view article cited at footnote 15. 

118 Code Sec. 1221. 

1% The position is supported by Seghers (law 
review article cited at footnote 15), at p. 190; 
H. Rept. No. 2319, Slst Cong., 2d Sess., p. 52 
(1950); and Surrey, Smith and Wender (work 
cited at footnote 18), at p. 25. 

120 Code Sec. 331(a), practically verbatim. Sec. 
367 by its terms does not affect this section. 

1 Code Sec. 331(b). 

122 Despite what appears to be an issue long 
since closed, especially with the final thrust 
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Recognizing the liquidation as an ex- 
change, we are referred to that section of 
the Code (Section 1001) which provides for 
the computation of gain arising out of the 
“sale or other disposition” of property 
passed to the distributee. The property in 
this instance is the foreign shares, a capital 
asset, which was not entitled to tax prefer- 
ence in liquidation under the corporate 
reorganization section (Section 332) because 
of Section 367; the distributee, of course, is 
the domestic parent company. Here it is 
assumed that a net capital gain resulted 
from the “exchange” (in liquidation) of for- 
eign shares previously held for longer than 
six months (of course making it long-term 
capital gain). In the case of a corporation, 
the term “net capital gain” means the excess 
of the gains from sales or exchanges of capital 
assets over the losses from such sales or ex- 
changes.™ Under Section 1201, this net long- 
term capital gain is taxed “at an amount 
of 25 per cent.” Thus, the gain from liquida- 
tion is taxable at 25 per cent.™* Needless to 
say, were the foreign shares sold to a third 
party rather than liquidated, the capital 
gain tax consequences would be identical to 
those which attend liquidation without prior 
Treasury approval, as just described. 


Another reason exists for distinguishing 
between the liquidation as an “exchange” 
and erroneously regarding payments made 
in liquidation as “dividends.” The credit 
for foreign taxes prescribed by Section 902 
is available to a domestic corporation only 
as to “dividends” received from a foreign 
corporation. Thus, if a distribution which 
includes accumulated earnings, paid out in 
liquidation of a foreign holding company, 
is “received” by its domestic corporate 
shareholder, that payment will be deemed 
to have been received in “exchange” for 
the foreign shares surrendered, for the 
reasons set out earlier in this section. The 
tax here will be 25 per cent of the gain 
and no portion of the foreign tax previously 
paid will be available as a credit against it. 


(Footnote 122 continued) 

given it by Sec. 331(b) of the 1954 Code, a re- 
cent, scholarly writing endeavors with great 
warmth to disinter the tax law of many years 
ago to justify the appellation of ‘‘dividend"’ to 
the liquidation of a foreign subsidiary. The ap- 
plication of the foreign tax credit (Sec. 902(a)) 
to such a distribution would, it is proposed, 
then be in order. (Beauregard, ‘Distributions 
in Liquidation as Dividends in the Foreign 
Affiliate Tax Credit of the 1954 Code,"’ 41 Vir- 
ginia Law Review 731 (October, 1955).) It is 
difficult indeed to reconcile the concept of a 
“dividend” being paid to one who in turn sur- 
renders something ‘‘in exchange’ for it. The 
thing exchanged is admittedly a capital asset; 
therefore, if there be gain and the capital asset 
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For this reason, as to those foreign earnings 
upon which a large tax has already been 
paid, it will be cheaper to distribute them 
to the domestic parent as an actual divi- 
dend prior to liquidation rather than to 
liquidate and suffer the visible double tax- 


ation which the foreign tax credit pro- 
visions endeavor to avoid. 


Liquidation or sale of the foreign holding 
company usually connotes a situation in 
which a foreign corporation has large ac- 
cumulated earnings which are desired by 
the domestic parent. If the use alone of 
these funds is sought, several alternatives, 
at least, exist by which they may be made 
available to the parent without the im- 
position at once of United States tax. 


Stock purchase.—One of the basic pur- 
poses of the foreign holding company, as 
we have seen, is to accumulate funds out- 
side of the United States for foreign busi- 
ness expansion or other proper business 
purpose abroad. In time of great emergency 
there may be far more pressing need for 
these funds at home. Where there is no 
corporate reorganization or liquidation, Sec- 
tion 367 does not apply to stock transac- 
tions of a foreign company. It is clear, 
then, that in ordinary purchase-and-sale 
transactions no gain or loss shall be recog- 
nized to a corporation on its receipt of 
money or other property in exchange for 
stock (including treasury stock) of such 
corporation.” Thus, the domestic parent 
company will suffer no gain or loss if it 
sells its own stock to its foreign holding 
subsidiary for cash. The foreign company 
would in any event have been free to pur- 
chase securities of other companies without 
criticism. 


The claim that a constructive dividend 
would have been paid to the parent is 
negated by the fact that it issued its 
shares im consideration for its receipt of 
cash from the subsidiary, and by the recog- 
nition which the courts have paid to the 


be surrendered, it would seem most reasonable 
to consider that a ‘‘capital gain’’ had taken 
place. Manifestly, a dividend and a capital gain 
cannot coexist. The Code sections which by de- 
sign are devoted exclusively to corporate liqui- 
dations would seem to control the character 
of these statutory transactions, especially where 
the inquiry is purely one in which a legal name 
alone is sought. 

23 Code Sec. 1222(9)(A). 

2%4So much ambiguity has shrouded the tax 
consequences of foreign corporate liquidation 
that the step-by-step explanation here provided, 
at least for those not normally working with 
these relatively complex sections, may not be 
considered prolix. 

1% Code Sec. 1032(a). 
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separateness of affiliated corporate entities 
in other cases not unlike the assumed one.”™ 
Certainly, no gain on the purchase arises in 
the foreign corporation which parted with 
cash. A study of the cases quickly dispels 
the argument that the affiliated group should 
be regarded as a single taxpayer and that 
the sale of stock was but a device to re- 
patriate earnings. Where these corporations 
otherwise fulfill a business function, the 
purchase ot stock here described would, 


under appropriate circumstances, not be in- 
consistent with the function and objectives 
of the foreign company. 


Loan.—A number of litigated cases de- 
fend the right of a corporation to make 
bona-fide loans to shareholders without 
fear that those payments will later be de- 
clared to be dividends. While professional 
judgment will no doubt divide on the issue, 
it would seem reasonably clear that the 
domestic parent’s temporary use of funds 
of the foreign holding company, passed to 
it by way of loan, should not be pro- 
scribed by Section 316.” 


No situation is here suggested such as 
obtained in Regensburg v. Commissioner, 
where withdrawals from a closely held cor- 
poration were made at will by four brothers 
until, after 40 years, “they reached the 
staggering total of more than $3,000,000 
owing by persons who had nothing but 
their shares of stock with which to pay.” ™ 
Certainly, in circumstances of this charac- 
ter it is of no moment that withdrawals 
were not proportionate to stockholdings and 
that the formalities of a dividend declara- 


128 Remington Rand, Inc. v. Commissioner, 1 
ustc § 413, 33 F. (2d) 77, involved a reverse sit- 
uation where the parent had purchased a 
subsidiary’s shares and wished to use the sub- 
sidiary's accumulated earnings to augment the 
basis of the shares in the hands of the parent: 

. . We are urged to hold that the accumu- 
lation of earnings by the subsidiary was a con- 
structive receipt of dividends and reinvestment 
of them by the parent company. . 4. eee 
liabilities must be determined by what in fact 
was done. See United States v. Phellis, [1 ustc 
{ 54) 257 U.S. 156,172 . . The fact is that 
no declaration of dividends and no reinvestment 
of them has occurred in either case, and it would 
seem unreasonable to accept the theory of con- 
structive receipt and investment ." The 
case is frequently cited. See, for example, 
G. C. M. 11676, XII-1 CB 75, and Consolidated 
Utilities Company v. Commissioner, 36-2 ustc 
1 9393, 84 F. (2d) 548. 

“= “For purposes of this subtitle, the term 
‘dividend’ means any distribution of property 
made by a corporation to its shareholders . ; 
out of its earnings . accumulated after 
February 28, 1913, or . out of its games 
and profits of the taxable year . . 

188 44-2 ustc { 9412, 144 F. (2d) 41, 44. Similar 
situations existed in W. T. Wilson, CCH Dec. 
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tion were not observed. Book entries or 
documentation will not preclude regard for 
what in fact occurred. Our Supreme Court 
has said that “intention to lend and ex- 
pectation of repayment are necessary to 
the existence of a valid debt.” ™ 


Even in closely held stock situations, a ma- 
jority of the cases corroborate a favorable 
view of the loan transaction. An ag- 
gravated example is Carl L. White.” There 
petitioner, president of a manufacturing con- 
cern, over a period of years consistently 
withdrew from it more than his salary. His 
overdraft had aggregated almost $300,000 
when he resigned, alleging that he had all 
along “intended” to make repayment to 
the company. Although he owned a sub- 
stantial block of stock, petitioner did not 
have control of his corporate employer, a 
fact held not of total importance: “The 
character of the withdrawals depends upon 
petitioner’s intent and whether he took the 
company’s money for permanent use in lieu 
of dividends or whether he was then only 
borrowing. In this case we have affirmative 
statements from witnesses, plus documen- 
tary evidence, all of which is corroborated 
by subsequent events, that petitioner’s with- 
drawals were intended to be loans.” Held 
worthy of consideration were the manner 
in which withdrawals were made, the book 
entries reflecting withdrawals, repayments 
made on account, and the oral testimony 
relative to the intention.™ 


In essence, then, the question is one of 
fact.” Thus, knowing the legal require- 
ments of a loan, conformity to them poses 


16,241, 10 TC 251, and Ben Meyer, CCH Dec. 
12,095, 45 BTA 228, as well as in Roy J. Kinnear, 
CCH Dec. 9686, 36 BTA 153, and C. M. Beachy, 
Dkt. No. 98171 (1940). Cf. I. T. 1666, II-1 CB 64, 
and G. C. M. 13366, XIII-2 CB 164. 

29 Chief Justice Vinson in National Carbide 
Corporation v. Commissioner, cited at footnote 
62, citing Arnold Levy and Jerome H. Simonds 
writing in 25 TAXES 127, 128 (February, 1947). 

13 CCH Dec. 18,856, 17 TC 1562. 

im Citing Harry E. Wiese, CCH Dec. 9606, 
35 BTA 701, it is said in Moses Faitoute, CCH 
Dec. 10,079, 38 BTA 32, 36: ‘‘It is obvious that 
a withdrawal by a stockholder of funds of a 
corporation does not necessarily constitute a 
distribution of profits . . A corporation 
may lend its funds, including earnings, with 
or without interest, on open account or upon 
notes . and such privilege is not restricted 
to the lending of its funds to persons other 
than stockholders.’’ This point of view is af- 
firmed in Rollin C. Reynolds, CCH Dec. 11,796, 
44 BTA 342, 351-352, and Victor Shaken, CCH 
Dec. 20,176, 21 TC 785, 793. 

%2 In Irving T. Bush, CCH Dec. 12,152, 45 
BTA 609, the court found as a fact that the 
amounts ‘‘were actually considered by both the 
petitioner and the corporation as loans, to be 

(Continued on following page) 
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a simple assignment. By way of sum- 
marizing these indicia, a loan from the for- 
eign holding company to the domestic parent 
company should (1) be intended (which 
implies repayment), (2) be evidenced by 
notes having a stipulated term of not more 
than a few years, (3) carry an interest 
rate then generally prevailing, (4) actually 
be repaid although other loans might sub- 
sequently be negotiated and (5) be evi- 
denced as what it is throughout the books 
of account and corporate records. Actually, 
the cases belittle the importance of the 
interest charge requirement: “The fact that 
no interest was even charged by the corpo- 
ration on these loans is understandable, 
inasmuch as the stock of the corporation 
was wholly owned by petitioner.”™ But 
a careful analysis of the after-tax interest 
cost to the affiliated group, especially where 
the foreign holding company is incorporated 
in a country having the “treaty” advantage, 
discloses an advantage to the group in the 
parent’s payment of a high rate of interest 
rather than a lower one or none at all. 


CONCLUSION 
That the genius of American industry 
cannot be confined within our borders seems 


FOX HUNT—REVENUE STYLE 


Foxy tax evaders are being flushed 
from their lairs with ever-increasing 
frequency by the huntsmen agents of 
the Internal Revenue Service. 

Commissioner Harrington reports 
that calendar year 1955 was the most 
successful one the Service has had 
in detecting tax law violations. Its 
1955 efforts resulted in assessment of 
$105,834,860 in additional taxes and 
penalties, $2,336,533 in fines imposed 
by federal courts and 2,257 years in 
prison sentences. A total of 1,378 
convictions was obtained. 


One of the more complex evasion 
cases cracked by agents of the Intelli- 
gence Division involved three part- 
ners, and a fictitious fourth, in a New 
York firm jobbing rayon goods. The 
fictional fourth man was the key to 
the partners’ diversion of business 
income. An account in his name was 
made the depository of checks from 





(Footnote 132 continued) 


repaid in the future.’’ See also Cadillac Auto- 
mobile Company of Illinois, CCH Dec. 1924, 5 
BTA 604, and Howard M. Taylor, et al., CCH 
Dec. 4694, 14 BTA 863. 
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inescapable; as go it must, it should surely 
select the most appropriate legal vehicle 
in which to move abroad. Nor does that 
longer imply that the use of a domestic 
company enjoys a moral or ethical, and 
certainly not a legal, advantage over a for- 
eign company. Our taxation of foreign 
income earned by our domestic corpora- 
tions is the product of another day, yet one 
which has become so knotted into the fabric 
of our law that it cannot soon be excised 
or cleverly amended. And so it is that, in 
a world so largely foreign, the foreign cor- 
poration answers a proper need in a proper 
way, a fact which the passage of time 
strengthens in the public view. 

This article has endeavored both to sup- 
ply answers to the more important tax 
problems normally encountered by the for- 
eign holding company, and to present in- 
dividual situations which, by their nature, 
cannot have a specific answer in abstract, but 


which serve to identify serious complica- 
tions that impede the use of the foreign 
holding company under certain circum- 
stances. Carefully conceived and set into 
operation, these companies constitute one 
of the most advantageous media in the con- 
duct of international business. [The End] 


local business firms purchasing rayon 
goods. One partner, upon being inter- 
viewed, stated that he knew the man 
as a business associate but did not 
know where he lived. Mail to the 
fictional fourth man was delivered 
through a mail receiving agent. Photo- 
graphs of the partners were shown 
to merchants and the true identity of 
the fourth man was exposed. Two of 
the partners were assuming his name 
in calls upon merchants. In further- 
ance of the tax evasion scheme, the 
partners showed checks for nonexist- 
ent purchases that were reflected on 
the partnership’s books. These checks 
were also deposited in the fictitious 
man’s accounts. Upon conviction, the 
three evaders were assessed $534,000 
in additional taxes and penalties. Two 
received 18-month prison terms, the 
other six months. 





18 Irving T. Bush, cited at footnote 132. See 
also Smith-Bridgman, CCH Dec. 18,087, 16 TC 
287, and Tennessee-Arkansas Gravel Company v. 
Commissioner, 112 F. (2d) 508. Cf. Welworth 
Realty Company, CCH Dec. 10,752, 40 BTA 97. 
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Trends in Tax Fraud 
Investigations and Litigation 


By PAUL P. LIPTON 


Reference to statutes imposing civil and criminal sanctions, and to some significant 
interpretations of these provisions, leads to a discussion 

of prosecution policies—specifically, changes since early 1952. 

Courts have generally held that by furnishing 

records or information during an investigation, taxpayers 


waive their constitutional rights. However, legal action in this area has produced 


some surprising results, says the author. 
An analysis of recent civil fraud cases 


substantiates his earlier predictions of increased litigation. 


HE CURRENT DRIVE against tax 
evaders began in 1951, sparked by Congres- 
sional charges of laxity in enforcement 
against gamblers and racketeers. The big 
impetus, however, was provided by dis- 
closures of corruption in the administration 
of the revenue laws. A reappraisal of ad- 
ministrative policies and procedures was 
undertaken promptly, many changes were ef- 
fected and a vast increase in litigation followed. 
As litigation continues to increase, it is 
appropriate to review the developments 
since 1951, supplementing comments previ- 
ously made, and to appraise the results of 
the reported cases. 

At the reference will be 
made to statutes imposing civil and criminal 
sanctions and to some significant interpre- 
tations of these provisions. 


outset, brief 


Statutes and Interpretations 


The Internal Revenue Code provides 
both civil and criminal penalties for in- 
come tax fraud. The civil sanction is an 
ad valorem penalty of 50 per cent of the 
underpayment of any tax required to be 
shown on a return; it is imposed if any 
part of the underpayment is “due to fraud.” 
The criminal provisions punish, princi- 
pally, attempts to evade or defeat taxes and 
willful failure to file returns, keep records, 
or supply information required by law.’ 

The civil and criminal sanctions are not 
mutually exclusive; the civil penalty is al- 
ways asserted where tax evasion is the 
basis for the criminal charge.’ Even though 
prosecution is not barred by the statute of 
limitations, only the monetary penalty will 


be imposed if the government concludes 





11954 Code Sec. 6653(b); 
293(b). 


21954 Code Ch. 75; 


1939 Code Sec. 


1939 Code Secs. 145, 
3793(b). Sec. 7201 of the new Code punishes, 
as a felony, willful ‘‘attempts in any manner 
to evade or defeat any tax . or the pay- 
ment thereof Sec. 7203 provides that 
any person who willfully fails to pay any tax 
or estimated tax, make a return, keep records, 
or supply information required by law shall be 
guilty of a misdemeanor. Sec. 7206(2) provides 
that any person who willfully aids or assists 
in, or procures, counsels or advises the pre- 
paration or presentation of any false or fraud- 
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ulent return or other document shall be guilty 
of a felony. 

* For a discussion of the statutory scheme 
and imposition of civil and criminal penalties, 
see Helvering v. Mitchell, 38-1 ustc { 9152, 303 
U. S. 391, and Spies v. U. S., 43-1 ustc { 9243, 
317 U. S. 492. The Mitchell case held that 
acquittal on a criminal charge does not pre- 
clude imposition of the civil fraud penalty. Nor 
is a conviction res judicata in a civil proceeding 
with respect to the fraud issue or the amount of 
tax allegedly due. See Eugene Vassallo, CCH 
Dec. 20,816, 23 TC 656 (1955), and cases cited 
therein. 
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Mr. Lipton, a Milwaukee attorney, has written 
and lectured extensively on tax fraud problems. 


that it would not be able to establish guilt 
beyond a reasonable doubt. The civil pen- 
alty may be assessed without regard to any 
statute of limitations.® 


An attempt to defeat or evade a tax im- 
posed by the Code is punishable as a felony, 
whereas failure to file a tax return is pun- 
ishable only as a misdemeanor.’ In either 
case, the maximum fine is $10,000, but im- 
prisonment for a misdemeanor may not ex- 
ceed one year, compared to five years on 
a felony charge. With respect to offenses 
committed prior to the enactment of the 
Internal Revenue Code of 1954, the statute 
of limitations is three years in the case of 
misdemeanors and six years for felonies; 
all violations occurring after that date are 
subject to a six-year statute of limitations.’ 


Congress recently de¢dlined to enact legis- 
lation making failure to file a return punish- 
able as a felony.” The Supreme Court, in 
Spies v. U. S., cited above, had refused to up- 
hold a felony conviction where the prosecution 
had established only a willful failure to file 
a tax return; proof of “some willful com- 
mission” was required. Noting that Con- 
gress had not defined or limited the methods 
by which a willful attempt to defeat or 
evade might be accomplished, the Court said: 


* There is no clear distinction between civil 
and criminal tax evasion. The only significant 
statutory difference is that the word ‘‘willful’’ 
is omitted from the provision imposing the civil 
penalty. In the final analysis, the decision rests 
within the discretion of the government au- 
thorities. See Clark, ‘“Tax Frauds—Civil and 
Criminal,’’ Proceedings of Southwestern Legal 
Foundation Institute on Taxation (1950), p. 137. 


51954 Code Sec. 6501 (limitations on assess- 
ment and collection of deficiencies); 1939 Code 
Sec. 276(a). In Reuben D. Silliman, CCH Dec. 
19,755(M), 12 TCM 707 (1952), aff'd, 55-1 usrc 
7 9290, 220 F. (2d) 282 (CA-2), deficiencies and 
fraud penalties for 1924, 1926 and 1927 were 
upheld. 

* See footnote 2. 

71939 Code Sec. 3748(a); 1954 Code Sec. 6531. 


268 


April, 1956 @ 


“Nor would we by definition constrict the 
scope of the Congressional provision that 
it may be accomplished ‘in any manner’. 
By way of illustration, and not by way of 
limitation, we would think affirmative will- 
ful attempt may be inferred from conduct 
such as keeping a double set of books, mak- 
ing false entries or alterations, or false in- 
voices or documents, destruction of books 
or records, concealment of assets or cover- 
ing up sources of income, handling of one’s 
affairs to avoid making the records usual 
in transactions of the kind, and any con- 
duct, the likely effect of which would be to 
mislead or to conceal.” ° 


After the Spies decision, many taxpayers 
contended that felony convictions were im- 
proper where no affirmative act other than 
the filing of a false return had been proved. 
The courts have held, however, that the 
Supreme Court had not excluded filing of 
a false return as an attempt to evade; ac- 
cordingly, proof of other fraudulent con- 
duct has not been essential to a felony 
conviction.” Although the Spies opinion 
suggests that proof of the requisite affirma- 
tive acts, together with willful failure to 
file a return, might constitute a willful at- 
tempt to defeat and evade tax, there have 


8 Such legislation had been strongly urged by 
various groups, including the Ways and Means 
Subcommittee on Administration of the Internal 


Revenue Laws. The proposal was incorporated 
in the bill submitted to the House by the Ways 
and Means Committee. See H. Rept. 1337 on 
H. R. 8300, pp. 108 and A424. 

°317 U. S. 492, 499. The Spies decision was 
applied recently in Clay v. U. S8., 55-1 usre 
{| 49,074, 218 F. (2d) 483 (CA-5), where the court 
reversed a felony conviction, the only offense 
charged being failure to pay the occupational 
tax on acceptance of wagers. 

” Cave v. U. 8., 47-1 ustc § 9171, 159 F. (2d) 
464 (CA-8), cert. den., 331 U. S. 847 (1947); 
Myres v. U. 8., 49-1 ustc { 9275, 174 F. (2d) 329 
(CA-8), cert. den., 338 U. S. 849 (1949); Gaunt 
v. U. 8., 50-2 ustc 7 9412, 184 F. (2d) 284 (CA-1), 
cert. den., 340 U. S. 917 (1951); Dillon v. U. 8., 
55-1 ustc { 9131, 218 F. (2d) 97 (CA-8). 
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been few felony prosecutions where no re- 
turns were filed. The validity of a felony 
conviction under these circumstances was 
challenged in U. S. v. Smith, 53-2 ustc 
7 9538, 206 F. (2d) 905 (CA-3), but the 
court of appeals upheld the conviction, 
relying on the Spies case.” 


The fraudulent acts mentioned in the 
Smith case included false representations to 
the revenue agent during the investigation, 
whereas the Spies opinion had referred only 
to conduct prior to the filing of the tax 
return. In U. S. v. Beacon Brass Company, 
Inc., 53-2 ustc § 9528, 344 U. S. 43, how- 
ever, the Supreme Court held that subse- 
quent conduct may constitute an attempt 
to defeat or evade within the meaning of 
the statute. In the latter case, the indict- 
ment charged that the individual defendant 
attempted to defeat and evade corporate 
taxes by making false and fraudulent state- 
ments at a conference with representatives 
of the Treasury Department. The indict- 
ment was filed within six years of the con- 
ference date, but more than six years after 
the return was filed. The Supreme Court 
held that the language of Section 145(b) 
of the 1939 Code, punishing attempts “in 
any manner” to defeat or evade, was broad 
enough to include false statements made to 
Treasury representatives for the purpose of 
concealing unreported income. The Court 
did not decide whether the indictment was 
barred by the statute of limitations” be- 
cause its review, on the government’s ap- 
peal, was limited to construction of the 
relevant statutes. 

Under the 1939 Code, the Internal Reve- 
nue Service asserted both the 50 per cent 
fraud penalty and a delinquency penalty of 
25 per cent where no returns were filed.” 
The harshness of applying these sanctions 
cumulatively has been alleviated by the In- 
ternal Revenue Code of 1954, which pro- 
vides that no delinquency penalty shall be 
assessed with respect to an underpayment 


1 “Subjected to the test set out in Spies, we 


think the Government's evidence here was 
literally full of ‘affirmative acts’ and ‘acts of 
commission’ and was thus clearly sufficient to 
sustain the 145(b) conviction.’’ (206 F. (2d) 905, 
909.) A motion to dismiss an indictment charg- 
ing felonies was denied in U. S. v. Knohl, 55-1 
ustc § 9145, 126 F. Supp. 830 (DC N. Y., 1954). 
No “affirmative acts’’ were mentioned in the 
brief opinion, the court stating that it was ‘‘for 
the jury to decide whether the failure to file the 
returns was willful.’’ 

2 A district court has held that a comparable 
indictment was not barred by the statute of 
limitations even though brought more than six 
years after filing of the return. (U. 8S. v. 
Sclafani, 55-1 ustc { 9146, 126 F. Supp. 654 (DC 
N. Y., 1954).) In denying a motion to dismiss, 
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against which a fraud penalty is imposed.” 
In contrast to the legislative solution, the 
Court of Appeals for the Eighth Circuit 
had held that Congress did not intend that 
both the delinquency and fraud penalties 
should apply where there was a mere will- 
ful failure to file an income tax return.” 
Willful failure to file a return was a lesser 
civil dereliction, the court held, which did 
not warrant imposition of the fraud penalty 
in absence of proof of affirmative acts of 
fraud. Although the revision effected by 
the 1954 Code removes the basis for the 
contention that Congress has provided a 
lesser civil penalty for failure to file a re- 
turn, it may still be argued that proof of 
willful failure to file will not, in itself, sup- 
port imposition of the fraud penalty. 


[The above discussion on statutes and 
interpretations is reprinted from the May, 
1955 Wisconsin Law Review—Editor.] 


Prosecution Policies 


Prior to 1952, policies in fraud cases were 
directed chiefly at the collection of evaded 
taxes. Criminal prosecutions were not in- 
stituted where the ordeal of standing trial 
would have endangered the taxpayer’s 
health or sanity, or where the taxpayer had 
voluntarily disclosed his fraud prior to the 
initiation of an investigation. By and large, 
prosecution was recommended only against 
taxpayers charged with flagrant evasions, 
and even these cases were subjected to a 
“seemingly endless series of examinations, 
siftings, and reviews” before prosecution 
was undertaken.” 

The shift in emphasis from collection of 
evaded taxes to deterrence brought an 
abrupt end to the health and voluntary dis- 
closure policies, and the review of prosecu- 
tion recommendations was simplified and 
expedited.” Abandonment of the health 
policy has caused little criticism, and it is 
unlikely that it will be reinstated. The dis- 





the court said: : prosecution for the 
alleged crime of attempted evasion of taxes 
by the filing of false tax returns, was outlawed 
in 1954, but it was possible for the defendant 
to violate the statute involved in more than one 
way and on more than one occasion ‘ 

18 Secs. 291(a) and 293(b). The Tax Court has 
upheid imposition of both penalties on numer- 
ous occasions. 

14 Sec. 6643(d). 

% First Trust & Savings Bank v. U. S., 53-2 
ustc § 9496, 206 F. (2d) 97 (CA-8). 

%* Balter, Fraud Under Federal Tax Law (1st 
Ed., 1951), p. 59. 

* For a discussion of these changes, see Lip- 
ton, ‘‘Prosecutions for Tax Evasion—New Poli- 
cies and Procedure,"’ 30 TAXEs 350 (May, 1952). 
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continuance of the voluntary disclosure 
policy, however, has been regretted by 
many tax practitioners, and considerable 


effort has been made to reinstate it.” 


The processing of recommendations for 
criminal prosecution was streamlined early 
in 1952, but such recommendations are still 
subjected to careful scrutiny at several 
stages beyond the investigative level. The 
first screening is by the assistant regional 
commissioner within whose district the In- 
telligence Division originating the recommen- 
dation lies; conferences are granted in some 
jurisdictions, but only if requested. The 
next, and final review within the Internal 
Revenue Service, is in the regional counsel’s 
office. At this point, the taxpayer is noti- 
fied by registered mail that prosecution has 
been recommended and that a conference 
may be had. Recommendations which are 
approved by the regional counsel are for- 
warded to the Tax Division of the Depart- 
ment of Justice, where a conference is 
granted if a request is on file. 

Formerly, a substantial percentage of the 
cases recommended for prosecution was re- 
jected upon review; recently, prosecution 
has been declined in about 10 per cent of 
the cases referred to regional counsels’ of- 
fices, and the Department of Justice has 
returned about the same percentage of 
cases without prosecution.” It is evident 
from these statistics that standards em- 
ployed in screening cases have been lowered. 

It has been disclosed that the Justice De- 
partment will forward for prosecution any 
case in which the government’s evidence 
is deemed sufficient to withstand a motion 
for judgment of acquittal.” Previously, 
prosecution was not instituted unless the 
department was satisfied that the taxpayer 
was guilty and that there was a reasonable 
probability of conviction in the event of trial. 








18 See ‘‘Report of Committee on Procedure in 
Fraud Cases,’ American Bar Association Section 
of Taxation, 1955 Program and Committee Re- 
ports, p. 158. 

% For earlier statistics, 
footnote 17, at pp. 353-354. 

2» See report, ‘‘The Internal Revenue Service 
—Its Reorganization and Administration,"’ pp. 
25-26 (July 25, 1955) (special advisory group to 
the Joint Committee on Internal Revenue Taxa- 
tion); also, annual reports of the Commissioner 
of Internal Revenue. 

* Avakian, ‘Rights 
payers Suspected of Fraud,’’ 
(December, 1955). 

22 During the fiscal year ended June 30, 1955, 
the Intelligence Division completed investiga- 
tions in 2,464 fraud cases, of which 1,272 were 
recommended for prosecution. During the pre- 
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Constitutional Rights 


While administrative policies were di- 
rected toward the collection of evaded taxes, 
it was frequently possible to avoid prosecu- 
tion by cooperating with the investigators and 
paying deficiencies and penalties. With the 
emphasis on deterrence, the benefits which 
now can be obtained by cooperation are 
minimized.” Of course, the innocent tax- 
payer should cooperate, particularly if his 
innocence can be readily demonstrated. By 
the same token, the guilty taxpayer may 
as well cooperate if it is certain that his 
guilt can be established without his help. 
In most cases, however, cooperation oper- 
ates on a One-way street: It rarely helps 


the taxpayer, and it frequently paves the 
way for a prosecution recommendation. 


In most prosecutions for tax evasion, the 
evidence needed to convict has been ob- 
tained from the defendant. During the 
early stages of the investigation, taxpayers 
seldom have legal counsel, and they in- 
variably supply the revenue agents with 
damaging evidence. Cooperation is gen- 
erally extended even when the taxpayer is 
represented by counsel. Lack of familiarity 
with investigative techniques frequently leads 
lawyers to conclude that the investigators’ 
sole concern is determination of the civil 
liability and, at most, assertion of mone- 
tary penalties. Moreover, all too frequently, 
lawyers place undue faith in the belief that 
their “cordial relations” with the agents will 
save the taxpayer from prosecution. As a 
result, constitutional privileges have been 
asserted infrequently at the investigative level.” 

The protection afforded by the constitu- 
tional privilege against self-incrimination, 
as it relates to oral testimony, is fairly well 
understood, It is generally assumed, how- 
ever, that neither individual nor corporate 


taxpayers may resist production of income 
tax records on grounds of self-incrimination. 





vious fiscal year, 2,017 fraud investigations were 
completed and prosecution was recommended in 
721 cases. (Annual Report of the Commissioner 
of Internal Revenue, p. 17.) 


During the five-year period ended June 30, 
1951, only 24 per cent of the investigations 
conducted by the Intelligence Division resulted 
in recommendations for prosecution. 

* For a discussion of the advantages and dis- 
advantages of cooperation, see Platt, ‘‘Cooper- 
ation vs. Non-Cooperation in Tax Fraud Cases," 
Proceedings of New York University Tenth 
Annual Institute on Federal Taxation (1952), 
p. 1305; Baiter, ‘“‘Should Your Client ‘Cooper- 
ate’ When Charged with Tax Fraud?’’ 29 
TAXES 290 (April, 1951). 

* Lipton, ‘Safeguarding Constitutional Rights 
in Tax Fraud Investigations,’’ 32 TAXEs 263 
(April, 1954). 
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With respect to corporate records this as- 
sumption is correct, because corporations 
are not protected by the constitutional privi- 
lege.” In the case of an individual's per- 
sonal records, however, a claim of privilege 
is respected by the Internal Revenue Serv- 
ice and no attempt has been made to compel 
their production in a criminal investigation.” 


Because of the government’s policy, there 
has never been a clear-cut test of an indi- 
vidual taxpayer’s constitutional right to re- 
sist production of his income tax records.” 
The issue has arisen indirectly, however, 
and holdings in these cases have been un- 
favorable. The Courts of Appeals for the 
Fourth and Fifth Circuits, and some dis- 


“ 


trict courts, have indicated that the “re- 
quired-records” doctrine is applicable to 
records required by the Internal Revenue 
Code, and that such records, therefore, are 
not privileged. Notwithstanding these 
holdings, the Internal Revenue Service has 
given no indication of a policy change.” 
Investigative procedures in fraud cases ® 
have been subjected to frequent attack in 
recent years on the ground that they violate 
constitutional rights. The courts have indi- 
cated, however, that the investigators have 
no duty to inform the taxpayer of his con- 
stitutional rights or that the information 
sought may be used against him in a crimi- 
nal prosecution. Accordingly, the courts 
generally have held that taxpayers waived 


their constitutional rights by furnishing rec- 
ords or information during the investigation.” 


23 Only natural persons can resist production 
of private papers on grounds of self-incrimina- 
tion. (Hale v. Henkel, 201 U. S. 43 (1906); 
Boyd v. U. 8., 116 U. S. 616 (1886).) Corporate 
records must be produced even though they are 
in the hands of an individual who may be 
incriminated by their contents. (Wilson v. U. 8., 
221 U.S. 361 (1911).) 

#2‘ | . it is contained in a directive in the 
manual of the Intelligence Unit, Internal Reve- 
nue Service, that you should never issue process 
to compel the production of records .. . [if 
there is] the possibility of recommending crimi- 
nal prosecution (Testimony of a 
special agent; U. (DC Md., 1954), 
transcript, p. 681.) 

% Internal Revenue Agent v. Sullivan, 1 vusre 
{ 75, 287 F. 138 (DC N. Y., 1923), comes closest 
to a square holding on the issue. There, tax- 
payer was under indictment on a conspiracy 
charge involving purchases of government lum- 
ber. The district court upheld his right to 
refuse production of personal and partnership 
income tax records which had been subpoenaed 
by a revenue agent. 

% Falsone v. U. 8., 53-2 ustc { 9467, 205 F. 
(2d) 734 (CA-5), cert. den., 346 U. S. 864 (1953); 
Beard v. U. 8., 55-1 ustc {§ 9400, 222 F. (2d) 
84 (CA-4), cert. den., October 10, 1955; U. 8. v. 
Willis, C. A. No. 542 (DC Ga., 1955) (not 
reported); U. 8S, v. Harmony Music Company 
(DC Minn., 1955) (not reported). 


‘s. v. Beard 
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Litigation in this area has produced some 
surprising results, however. In U. S. vw. 
Guerrina, 53-1 ustc J 9369, 112 F. Supp. 126 
(DC Pa.), mod., 55-1 uste $9143, 126 F. 
Supp. 609, the district court originally sup- 
pressed evidence obtained by agents who 
had not informed the taxpayer that a fraud 
investigation was in progress. The court 
found that Guerrina had been induced to 
consent to the examination of his records 
under a misapprehension of the true facts. 
The investigation had been initiated by a 
revenue agent who was subsequently joined 
by a special agent of the Intelligence Divi- 
sion. The purpose of the latter’s presence 
was not disclosed to Guerrina, and the 
court concluded that a search for criminal 
purposes had been conducted “under the 
guise of an examination for purely civil 
purposes.” Following reargument, how- 
ever, the court modified its decision, hold- 
ing that the question of the taxpayer’s consent 
should be determined by the jury upon 
trial of the general issue rather than by the 
court preliminarily. Relying on two courts 
of appeals decisions,” the district court said 
that the circumstances of the investigation, 
and failure to warn the defendant of his 
constitutional rights, were matters which 
went only to the weight and credibility of 
the evidence, not to its admissibility. 

Some district courts apparently will grant 
relief where evidence has been obtained by 
a revenue agent who, ostensibly engaged in 
a routine examination, was actually search- 





These holdings apply the ‘‘required-records’’ 
doctrine enunciated in U. 8S. v. Shapiro, 335 
U. S. 1 (1948) (OPA records held not privi- 
leged). See Meltzer, ‘‘The Privilege Against 
Self-Incrimination and Required Income Tax 
Records,’’ 30 TAxes 45 (January, 1952). 


** Lipton, ‘‘Record Keeping and the Privilege 
Against Self-Incrimination,'’ Proceedings of 
Fourteenth Annual Institute on Federal Tazxa- 
tion (1956), p. 1331. 

* For a discussion of the techniques employed 
in fraud investigations, see work cited at foot- 
note 24, at pp. 270-277. 

31 Recent cases so holding are: U. S. v. Bur- 
dick, 54-2 ustc § 9475, 214 F. (2d) 768 (CA-3); 
Bateman v. U. 8., 54-1 uste § 9341, 212 F. (2d) 
61 (CA-9); Vilouwtis v. U. 8., 551 uste { 9262, 
219 F. (2d) 782 (CA-5); Blumberg v. U. 8., 55-1 
uste { 9437, 222 F. (2d) 496 (CA-5); Legatos v. 
U. 8., 55-1 uste § 9443, 222 F. (2d) 678 (CA-9): 
Turner v. U. 8., 55-1 uste 9 9489, 222 F. (2d) 
926 (CA-4); Scanion v. U. 8., 55-1 ustc { 9508, 
223 F. (2d) 382 (CA-1); Lloyd v. U. 8., 55-2 ustc 
1 9665, 226 F. (2d) 9 (CA-5); Zacher v. U. 8., 
55-2 ustc { 9745, 227 F. (2d) 219 (CA-5); Eggle- 
ton v. U. 8., 56-1 ustc § 9108, 227 F. (2d) 493 
(CA-6, 1955). 

32 Montgomery v. U. S8., 53-1 ustc § 9336, 203 
F. (2d) 887 (CA-5); U. 8. v. Burdick, cited at 
footnote 31. 
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ing for evidence of fraud pursuant to 
instructions from a special agent of the In- 
telligence Division. In U. S. v. Wolrich, 
55-1 ustc § 9237, 129 F. Supp. 528 (DC 
N. Y.), the revenue agent had represented 
that the investigation was a “routine audit.” 
The defendant was able to demonstrate, 
however, that a “joint investigation” was 
actually in progress and that such investi- 
gations are conducted only where there are 
indications of fraud. Accordingly, the court 
stated that it could not conclude that the 
investigation was “routine” and ordered a 
hearing to determine whether the examina- 
tion of the defendant’s books and records 


was obtained by fraud. 

In U. S. v. Lipshitz, 55-2 ustc J 9540, 132 
F. Supp. 519 (DC N. Y.), the district court 
held that the assignment of a revenue agent 
to obtain information and extracts from the 
taxpayer’s books could not be “appreciably 
distinguished from the obtainment thereof 
by stealth or subterfuge” where the revenue 
agent, unknown to the defendant, was act- 
ing in collaboration with a special’ agent. 
The court suppressed evidence obtained in 
that manner on the grounds that it had been 
secured in violation of the defendant’s rights 
under the Fourth and Fifth Amendments. 

Very recently, a new area of alleged vio- 
lation of constitutional rights has arisen in 





Cf. U. 8S. v. Allied Stevedoring Corporation, 
56-1 ustc { 9279 (DC N. Y.), wherein the court 
denied a motion to dismiss an indictment filed 
by a corporation. Liens had been filed against 
the corporation, but its officers, who were also 
under indictment, refused to file affidavits that 
they could not pay counsel or accounting fees. 
In Homan Manufacturing Company, Inc. v. 
Sauber, 55-2 ustc { 9666 (DC IIll.), however, the 
court restrained enforcement of liens against 
a corporation which was under indictment, and 
the corporation was granted leave to apply to 
the court for release of such funds as might be 
necessary to defend itself in the criminal 
proceeding. 


% Since the motion granted by the district 
court was filed by this author prior to his with- 
drawal and the appointment of counsel by the 
court to serve without fee, comment on the 
Brodson case will be reserved until such time 
as the decision becomes final. The grounds for 
the motion, which are not set forth in the 
opinion, were as follows (among others): 

(1) The Internal Revenue Code of 1939 should 
not be construed as authorizing the initiation 
of a criminal proceeding during the pendency 
of a jeopardy assessment and liens. 


(2) The initiation of a criminal prosecution 
for tax evasion during the pendency of a 
jeopardy assessment and accompanying liens 
deprives the defendant of liberty and property 
without due process of law, in violation of the 
Fifth Amendment to the Constitution, and of 
the effective assistance of counsel for his de- 
fense, in violation of the Sixth Amendment to 
the Constitution. 
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criminal tax prosecutions. Motions to dis- 
miss indictments have been filed where 
jeopardy assessments and liens have pre- 
vented defendants from paying for legal 
and accounting services. In U. S. v. Brod- 
son, 55-1 ustc J 9134 (DC Wis., 1954), the 
district court granted a motion to dismiss 
a net worth case on the grounds that the 
defendant could not get a fair trial where 
his court-appointed counsel would be de- 
prived of accounting assistance.” The case 
is presently on appeal to the Court of Ap- 
peals for the Seventh Circuit." 


Criminal Prosecutions 


Notwithstanding the lowering of stand- 
ards in processing recommendations and 
the large number of prosecutions under- 
taken in recent years,” the percentage of 
contested cases has not increased as much 
as might have been expected. Sentences in 
tax evasion cases have not been severe.” 
As a result, approximately 75 per cent of 
the defendants have preferred to seek pro- 
bation on a guilty or nolo plea rather than 
risk a long prison sentence upon conviction 
after trial.” Of those who stood trial re- 
cently, approximately two thirds were con- 
victed. Appeals from these convictions 


have imposed a heavy burden on the courts. 


“*(3) Defendant will be unable to get a fair 
trial, and will be deprived of assistance of 
counsel for his defense, because the jeopardy 
assessment and liens prevent him from using his 
assets to insure adequate preparation for trial 
and representation at the trial."’ 

*% During the fiscal years ended June 30, 1954 
and 1955, indictments for income tax violations 
and related offenses (other than wagering tax) 
were returned against 890 and 532 individuals, 
respectively. (Annual Report of the Commis- 
sioner of Internal Revenue for the fiscal year 
ended June 30, 1955, p. 21.) Indictments were 
returned against 415 individuals during the fis- 
cal year ended June 30, 1951. (Annual Report, 
p. 71.) 

The criminal investigative force was increased 
by 24 per cent in 1955. (See CCH Standard 
Federal Tax Reports (1956 Ed.) { 11,978.) 

*% During the year ended June 30, 1955, 625 
defendants were convicted of income tax eva- 
sion; only 269 of this number received prison 
terms. (U. 8. News & World Report, Septem- 
ber 16, 1955, p. 132.) 

% The following fiscal-year data are taken 
from the Annual Report of the Commissioner 
of Internal Revenue for the fiscal year ended 
June 30, 1955, p. 21: 


Total 
Year Defendants Pleaded Convicted Acquitted 


1954.... 726 531 134 61 
1955.... 667 523 92 52 

For the fiscal year ended June 30, 1951, there 
were pleas by 283 defendants, 41 were convicted 
upon trial, and 13 were acquitted. (Annual Re- 
port, p. 70.) 
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Relatively few appellants have met with 
success,” and the reversals that have been 
obtained were based mostly on grounds 
that are not peculiar to tax cases. 

A substantial percentage of the appeals 
have been in net worth cases. Criticism by 
lower courts and suggestions that use of 
the net worth method shifted the burden 
of proof to the defendant induced the Su- 
preme Court to review the method. In 
Holland v. U. S., 54-2 ustc J 9714, 348 VU. S. 
121, which was the leading opinion, the 
Court described the pitfalls inherent in the 
net worth method, but concluded that they 
did not foreclose its use in criminal prose- 
cutions provided sufficient care and re- 
straint were exercised by the trial courts.” 


The Supreme Court stated, in the Holland 
case, that opening net worth must be 
proved with “reasonable certainty” and 
that proof of a “likely source” of unre- 
ported income would suffice to warrant a 
finding that net worth increases derived 
from taxable income rather than nontax- 
able sources, such as loans or inheritances. 
The Court said that the government need 
not negate every source of nontaxable 
income, since those are matters peculiarly 
within the knowledge of the defendant, but 
indicated that the government must effec- 
tively negate “reasonable explanations by 
the taxpayer inconsistent with guilt.” If 
the government fails to show that it has 
investigated leads reasonably susceptible of 
being checked, the trial judge may con- 
sider them as true and direct a verdict for 
the defendant. The requirement that the 
prosecution negative leads and explanations 
supplied by the defendant during the in- 
vestigation was hailed by the Supreme 
Court as eliminating the defendant’s di- 
lemma of being forced, by the risk of an 


adverse verdict, to come forward at the 
trial to substantiate his explanations. 

Following the Holland decision, the Su- 
preme Court granted certiorari in ten addi- 
tional cases and remanded them to the 
courts of appeals for re-examination in the 
light of the rules enunciated in Holland 
and related cases.” All ten cases were re- 
affirmed, and subsequent applications for 
certiorari in these and other cases have 
been denied. Although many net worth 
cases have been decided by the courts of 
appeals since the Holland decision, there is 
little that distinguishes them from those 
promulgated prior to Holland. 


Recent Civil Fraud Cases 


Noting that a sharp increase in the num- 
ber of litigated cases was imminent, this 
author analyzed recent civil fraud cases in 
February, 1953, to ascertain whether any 
significant trends had been established. The 
discussion concluded with the following words: 


“In view of the great number of fraud 
cases recently docketed in the Tax Court, 
litigation in this field is likely to increase. 
Recent court decisions offer little encourage- 
ment to taxpayers’ representatives. Some 
of these decisions have erroneously accepted 
the taxpayer’s failure to prove that income 
was correctly reported as satisfying the 
Commissioner’s burden, on the fraud issue, 
of proving that income was in fact under- 
stated. Furthermore, it is believed that the 
Tax Court has been unduly inclined to infer 
fraudulent intent from proof that income 
was understated, and that the burden of 
proof on the issue of intent has, in effect, 
been shifted to the taxpayer.” “ 

The anticipated increase in litigation has 
materialized.” Although taxpayers have 
met with moderate success,“ and although 





% The result of appeals from convictions for 
income tax evasion, and related offenses, dur- 
ing the last three years was as follows: 


No. of No. of 
Year Appeals Reversals 
1953 23 7 
1954 38 9 
1955 59 14 

The figures for 1955 include decisions upon re- 
mand by the Supreme Court. See footnote 40. 

% See Avakian, ‘‘Net Worth Computations as 
Proof of Tax Evasion,’’ 10 Tax Law Review 431 
(1955), for a full discussion of the Supreme 
Court decisions in the net worth cases. 

“For citations of the cases remanded, see 
55-1 ustc § 9139 and 9140. 

“1 Lipton, ‘‘Recent Civil Fraud Cases—Prob- 
lems of Burden of Proof,’’ 31 TAxeEs 110, 119 
(February, 1953). 

# During 1953, 1954 and 1955, respectively, the 
Tax Court promulgated 64, 73, and 96 opinions 


Tax Fraud 


in fraud cases, compared to a total of 69 opin- 
ions for the two previous years. 

* Taxpayers were completely successful, on 
the fraud issue, in 23, 16 and 39 cases, and met 
with partial success in one, four and five addi- 
tional cases, during 1953, 1954 and 1955, respec- 
tively. There was no appearance in behalf of 
the taxpayer in 13, six and 12 cases, respec- 
tively; only two of these cases were decided in 
favor of the taxpayer. 

Taxpayers’ comparative success in 1955 is 
minimized by the fact that fraud penalties were 
disapproved in at least six cases involving 
gamblers where the alleged understatements 
were based on arbitrary disallowance of losses 
or by use of an arbitrary percentage in de- 
termining gross income. See, for example, John 
Federika, CCH Dec. 21,088(M), 14 TCM 652 
(1955); Morris Nemmo, CCH Dec. 21,101, 24 
TC —, No. 67 (1955). The deficiencies were 
very small in seven of the cases decided for 
the taxpayer. 
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there have been a few encouraging deci- 
sions, the conclusions voiced in 1953 still 
seem applicable. 

Before discussing the recent cases, it will 
be helpful to review briefly the principles 
governing burden of proof in Tax Court 
proceedings.“ The burden of proof with 
respect to deficiencies rests upon the tax- 
payer, but the burden of proving fraud is 
placed upon the Commissioner by statute. 
If assessment is not barred by the statute 
of limitations, the deficiencies will be up- 
held unless the taxpayer adduces proof 
sufficient to overcome the presumption of 
correctness attaching to the Commissioner’s 
determination. If the deficiencies are barred, 
the taxpayer has no burden unless and 
until the Commissioner establishes fraud, 
in which case he must meet his normal 
burden of proof. 

Fraud must be proved by clear and con- 
vincing evidence. Where the charge is 
predicated on the omission of income, the 
Commissioner must establish affirmatively 
two basic elements: (1) an understatement 
of income, and (2) intent to evade tax. 

Proof of understatement.—The taxpayer's 
failure to overcome the presumptive cor- 
rectness of the Commissioner’s determina- 
tion of deficiencies should not satisfy the 
requirement that the Commissioner estab- 
lish that income was understated. There 
are few decisions, however, which explicitly 
reject fraud penalties for failure to prove 
an understatement where the deficiencies 
are upheld.” Occasionally, the Tax Court 
has avoided seemingly inconsistent findings 
with respect to the understatement by 





* For citations and a fuller discussion of the 
applicable principles, see work cited at foot- 
note 41. 

* See cases cited in work cited at footnote 
41, at footnote 12 therein; also, Gaines William- 
son, CCH Dec. 21,022(M), 14 TCM 487 (1955) 
(percentage markup; taxpayers offered no evi- 
dence; court found that Commissioner failed to 
establish income with sufficient ‘‘clarity and 
conviction’’); United States Packing Company, 
Inc., CCH Dec. 21,129(M), 14 TCM 778 (1955) 
(court was “‘not entirely convinced’’ that over- 
ceiling sales were omitted); Ralph B. Bates, 
CCH Dec. 21,525(M), 15 TCM 47 (1956) (Com- 
missioner ‘‘offered no proof’’ with respect to 
many items in net worth statement). 

* John J. Gough, CCH Dec. 19,253(M), 11 
TCM 1022 (1952); Gus 8. Pancol, cited above; 
S. B. Hamilton, Jr., CCH Dec. 20,494(M), 13 
TCM 761 (1954); John Federika, cited at foot- 
note 43 (gambler’s losses disallowed; no proof 
that records were false); Robert Fogel, CCH 
Dec. 21,115(M), 14 TCM 718 (1955) (similar to 
Federika). 

“ The fraud penalty was rejected in the fol- 
lowing cases with little or no comment, though 
substantial deficiencies were upheld: Estate of 
Lawrence Harrison, CCH Dec. 19,488(M), 12 
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rejecting the fraud penalty for failure tc 
prove intent,” thouceh there is little doubt 
that the requisite intent would have been 
found if the deficiencies had been clearly 
established. Sometimes the fraud penalty 
is rejected with the unenlightening com- 
ment that “fraud” was not established.” 

Penalties were disapproved in Gus S. 
Pancol, CCH Dec. 19,497(M), 12 TCM 218 
(1953). The court sustained the deficiencies 
in tax, not because admitted or proved, but 
for failure of the taxpayer to demonstrate 
error in the Commissioner’s determination. 
Such failure, the court commented, “may 
not, in and of itself, be regarded as proof 
that the deficiencies, or parts thereof, were 
due to fraudulent intent . .. .” In A. C. 
Muldoon, CCH Dec. 19,841(M), 12 TCM 897 
(1953), the court upheld large deficiencies,” 
but rejected fraud penalties, saying: 

“Although we do not accept the tax- 
payers’ story of the vast amount of cash 
brought to Alaska, and conclude that they 
have failed to prove that their apparent 
increase in net worth did not represent 
unreported income, this negative conclusion 
is not enough to sustain the additions to 
tax for fraud.” 

Frequently, however, the Tax Court has 
assumed that the understatement had been 
established where the record may have war- 
ranted only the conclusion that the tax- 
payer had failed to carry his burden of 
proof as to the deficiencies.” That assump- 
tion has been made even in cases where 
the taxpayer had no burden, because of the 


statute of limitations, unless fraud was first 
established. In S. S. Kashat, CCH Dec. 


TCM 196 (1953) (deficiencies attributable to 
‘‘kickbacks’’ upheld); G. #. Fuller, CCH Dec. 
19,651, 20 TC 308 (1953) (gross profit on whiskey 
sales increased on markup basis by over $40,000 
in one year). 

*s The court found that partnership income for 
the four-year period was $84,000, of which 
$50,000 was earned in 1944. Income reported 
by the two partners was negligible—a loss in 
1944, about $2,000 in 1945, and less than $500 
in each of the remaining years. 

* See cases cited in work cited at footnote 41, 
at footnote 29 therein; also, Harl Kite, CCH 
Dec. 19,855(M), 12 TCM 953 (1953) (court 
was ‘‘not persuaded’’ that Commissioner's com- 
putation of net worth was wrong); Estate of 
William Scadron, CCH Dec. 19,591(M), 12 TCM 
416 (1953) (proof established very minor 
amounts of unrecorded cash payments); An- 
thony Marcella, CCH Dec. 20,140(M), 13 
TCM 82 (1954); S. 8S. Kashat, cited and dis- 
cussed above; Constantine Thomas, CCH Dec. 
20,883(M), 14 TCM 156 (1955) (Commissioner 
did not negative claimed nontaxable receipts) ; 
Estate of James O. Miles, CCH Dec. 20,935(M), 
14 TCM 237 (1955) (undue emphasis on tax- 
payer’s burden). 
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20,234(M), 13 TCM 271 (1954), the Tax 
Court upheld deficiencies and fraud penal- 
ties for a number a years, most of which 
were barred by the statute. Taxpayer con- 
tended that his opening net worth was 
understated by $38,000, which he allegedly 
had obtained during a visit to his native 
country. The Tax Court did not believe 
Kashat’s story regarding the source of 
opening cash, and held that the Commis- 
sioner had not erred in determining the 
deficiencies. In sustaining the fraud pen- 
alty, the court said: 


“Fraud is not to be presumed. It must 
be proven by clear and convincing evi- 
dence. Where large amounts of income are 
not reported over a number of years, where 
no books are kept by the petitioner, and 
no reasonable explanation is given for the 
failure to report the income, there is sub- 
stantial evidence to establish fraud.” 


On appeal, the deficiencies were ap- 
proved, but the Tax Court was reversed 
on the fraud issue. (Kashat v. Commissioner, 
56-1 ustc $9211 (CA-6).) Although the 
reversal was based on the conclusion that 
the government’s evidence had not estab- 
lished “fraudulent intent,” the court em- 
phasized that there was no proof of any 
source of substantial undisclosed income 
and that the government had not estab- 


lished that the taxpayer’s story was false. 


It is apparent, therefore, that the court 
was not convinced that an understatement 
of income had been established. 

In a net worth case, the government must 
establish opening net worth by clear and 
convincing evidence in order to prove that 
income was understated. If the taxpayer 
contends that cash on hand accounts for 
the apparent net worth increases, fraud 
penalties should not be imposed unless the 
evidence warrants a definite finding that 


the taxpayer did not have the amount 
claimed or any substantial lesser amount.” 
Before imposing the penalty in a bank de- 
posit case, the court should find that the 
unexplained deposits constituted current 
income. Failure to satisfactorily explain 
the deposits does not affirmatively establish 
that they were income items. 

Recently, the Tax Court held that un- 
explained bank deposits “are not in them- 
selves clear and convincing evidence that 
the return was false and fraudulent with 
intent to evade tax.” (Denny York, CCH 
Dec. 21,149, 24 TC —, No. 83 (1955).) 
Though obviously sound, the York deci- 
sion is basically in conflict with many prior 
holdings.” In Elmer A. Towle, CCH Dec. 
21,036(M), 14 TCM 521 (1955), for ex- 
ample, the Tax Court held that “such un- 
explained deposits constitute substantial 
evidence of fraud” which shifts the “burden 
of going forward in rebuttal of respondent’s 
prima facie case to the petitioner.” In 
absence of a credible explanation, the fraud 
penalty was upheld for failure to rebut the 
government’s prima-facie case. 


Proof of intent.—The tendency to infer 
fraudulent intent solely from the existence 
of understatements of income continues to 
evidence itself in decisions of the Tax 
Court.” Moreover, undue emphasis has 
been placed upon failure to explain omis- 
sions. These inclinations are particularly 
unfortunate where the taxpayer denies that 
income was understated and there is no 
affirmative proof that such was the case.™ 
Sometimes, where there was little or no 
proof that income was understated, the 
Tax Court has not required explanations 
for the “understatements.”™ Occasionally, 
however, fraud penalties have been disap- 
proved even though the record discloses 
no explanation for substantial, recurring 
understatements.™” Taxpayers who have 








* In Frank Imburgia, CCH Dec. 20,493, 22 TC 
1002 (1954), the court recognized the necessity 
of such proof and approached the fraud issue 
with the following pertinent question: ‘‘Does 
the record properly before us establish, by clear 
and convincing evidence, that petitioner did not 
have $60,000 or $65,000 cash on hand, or any 
substantial cash on hand greater or less than 
those amounts as of January 1, 1945?"' See, also, 
H. H. Winer, CCH Dec. 20,543(M), 13 TCM 858 
(1954), wherein the opinion recites that ‘‘the 
proof affirmatively shows that Harry substan- 
tially understated his net income.”’ 

% Grover Glen Goe, CCH Dec. 18,231(M), 10 
TCM 307 (1951), aff'd 52-2 ustc { 9420, 198 F. 
(2d) 851 (CA-3); Francis I. Warren, CCH Dec. 
19,230(M), 11 TCM 986 (1952); Albert G. Wiess- 
ner, CCH Dec. 20,445(M), 13 TCM 620 (1954); 
Ruth Sterns, CCH Dec. 20,439(M), 13 TCM 599 
(1954). 


Tax Fraud 





See cases cited at footnote 57. 

5% This is true of many of the cases cited at 
footnote 49. 

54 See cases cited at footnote 46; also, A. C. 
Muldoon, cited above; L. Glenn Switzer, cited 
above; Joe Traum, CCH Dec. 21,017(M), 14 
TCM 469 (1955). 


% Avon Privett, CCH Dec. 19,949(M), 12 TCM 
1189 (1953) (no discussion by court); Estate of 
C. 8. Brasington, CCH Dec. 20,067(M), 12 TCM 
1482 (1953) (large understatements; taxpayer 
incapacitated at time of trial); Roman A. 
Schwieterman, CCH Dec. 20,275(M), 13 TCM 
373 (1954); Aaron D. Kronstadt, CCH Dec. 
20,324(M), 13 TCM 441 (1954) (taxpayer did 
not testify because of poor health); Morris 
Miller, CCH Dec. 20,994(M), 14 TCM 398 (1955). 
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been able to provide plausible explanations 
for omissions have been successful in re- 
sisting imposition of penalties.” 


L. Glenn Switzer, CCH Dec. 19,787, 20 
TC 759 (1953), holds that fraud will not be 
inferred solely from understatements of 
income. On its facts, however, the case 
is not persuasive authority for that sound 
principle. In Switzer, the Commissioner 
introduced only the taxpayers’ returns and 
deficiency notices setting forth the omis- 
sion of substantial income from specified 
sources. Taxpayers rested without offering 
any evidence. The Commissioner argued 
that unexplained omissions exceeding re- 
ported income sufficed to sustain the pen- 
alty. The Tax Court said, however, that 
holdings in earlier cases were based on 
the “entire record and not on the omis- 
sion of income alone” and refused to impose 
fraud penalties. Since the deficiency no- 
tices in themselves did not constitute proof 
of the facts recited therein, and since the 
taxpayers had not conceded that they had 
failed to report income, it was patent that 
the Commissioner had not carried his bur- 
den of proof. 


The tenor of Tax Court decisions since 
Switzer has not been appreciably different 





% See, for example, J. L. Lewis, CCH Dec. 
20,961(M), 14 TCM 319 (1955); Randolph Mur- 
daugh, CCH Dec. 21,216(M), 14 TCM 974 (1955); 
Robert L. Stapleton, CCH Dec. 21,306(M), 14 
TCM 1119 (1955); John Hart, CCH Dec. 
21,350(M), 14 TCM 1230 (1955). 


In J. L. Lewis, huge understatements had 
occurred over a ten-year period. Taxpayer had 
relied upon an employee, since deceased, for 
maintenance of records and preparation of re- 
turns. Numerous receipts entered on the books 
of original entry were not reflected in the 
income accounts because of lack of adequate 
control accounts. Taxpayer was ‘“‘appallingly 
negligent’’ in failing to discover the book- 
keeper's shortcomings, the court said, but the 
fraud charge was rejected since the omissions 
were not intentional. 


% Fred W. Staudt, CCH Dec. 20,040(M), 12 
TCM 1417 (1953); Hnrico Faraoni, CCH Dec. 
20,143(M), 13 TCM 103 (1954); S. 8. Kashat, 


cited above; Constantine Thomas, cited at foot- 
note ¢~; Martin H. Egnash, CCH Dec. 20,866(M), 
14 TCM 126 (1954); John F.. Kurnick, CCH Dec. 
20,858(M), 14 TCM 106 (1955); Clarence J. Re- 
herman, CCH Dec. 21,334(M), 14 TCM 1180 
(1955); Estate of Michael Collino, CCH Dec. 
21,567(M), 15 TCM 147 (1956). 


In a great many additional cases, though the 
Tax Court placed some emphasis on other 
factors, such as inadequate records, the fraud 
penalty in reality rests upon the understate- 
ments. See, for example, Gus Mackris, CCH 
Dec. 19,403(M), 12 TCM 9 (1953) (records 
destroyed annually); Harl Kite, cited at foot- 
note 49 (poor records; gambling activity); 
Aaron Bernstein, CCH Dec. 19,530(M), 12 TCM 
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from that of earlier cases. The court, at 
times, has placed sole emphasis on under- 
statements of income in upholding pen- 
alties.” Examination of the findings of 
fact in these decisions discloses little, if 
any, additional evidence from which fraud 
might have been inferred. Of course, the 
decisions are based upon the entire record; 
intangible factors, such as the demeanor 
of witnesses, may have had a strong bear- 
ing on the conclusions reached. 


Failure to keep adequate records has 
been construed as evidence of fraudulent 
intent in many Tax Court cases.™ Real- 
istically, it would seem that such failure 
constitutes negligence, rather than fraud, 
and there are cases which so hold.” The 
decisions which reveal a proper under- 
standing of the government’s burden are 
those which search for proof that the tax- 
payer knew his returns were false. Direct 
proof is rarely available, but tax evasion 
usually manifests itself in familiar patterns 
or by “badges of fraud.” In the absence 
of such evidence, or subsequent conduct 
corroborating fraudulent intent, the exist- 
ence of substantial understatements may 
arouse great suspicion, but should not suf- 
fice to warrant imposition of the fraud 
penalty.” [The End] 


297 (1953) (no records); Claude R. Barco, CCH 
Dec. 19,610(M), 12 TCM 446 (1953) (poor 
record-keeping); Thurman R. Lamb, CCH Dec. 
20,144(M), 13 TCM 111 (1954) (records incom- 
plete); Pete Tacconi, CCH Dec. 20,159(M), 
13 TCM. 142 (1954) (gambler); William J. Drie- 
borg, CCH Dec. 20,169(M), 13 TCM 170 (1954), 
rev'd on fraud issue, 55-2 ustc { 9632, 225 F. 
(2d) 216 (CA-6); Clarence T. Slaughter, CCH 
Dec. 20,379(M), 13 TCM 515 (1954) (inadequate 
records); Albert G. Wiessner, cited at footnote 
51 (failure to explain bank account with- 
drawals); Henry B. Mikelberg, CCH Dec. 20,667, 
23 TC 266 (1953) (no records; not cooperative 
with agents); Estate of James O. Miles, cited 
at footnote 49 (inadequate records; keeping of 
eash); M. D. Eagle, Jr., CCH Dec. 21,312, 25 
TC —, No. 25 (1955) (no books or records). 

5 See cases cited at footnote 57. 

* Estate of J. B. Williams, 
19,814(M), 12 TCM 829 (1953); Clarence BE. 
Stewart, CCH Dec. 19,847(M), 12 TCM 921 
(1953) (CPA); Estate of C. 8S. Brasington, 
cited at footnote 55; Leona Lewis, CCH Dec. 
20,064(M), 12 TCM 1465 (1953); Newton V. 
Prince, CCH Dec. 20,696(M), 13 TCM 1097 
(1954); W. J. Lewis, Jr., CCH Dee. 20,724(M), 
13 TCM 1161 (1954); Morris Miller, cited at 
footnote 55; Robert L. Stapleton, cited at foot- 
note 56; J. L. Lewis, cited at footnote 56. 

© See p. 268 of text for quotation from Spies 
v. U. 8., cited at footnote 3. 

* See Davis v. Commissioner, 50-2 ustc § 9427, 
184 F. (2d) 86 (CA-10); Wiseley v. Commis- 
sioner, 50-2 ustc {§ 9504, 185 F. (2d) 263 (CA-6) 
(both discussed in work cited at footnote 41, 
at p. 118). 
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Tax Problems of the Serviceman 


By ROBERT M. WEISS 


The answers to the tax problems of almost three million men and women who 
are presently serving on active duty with the United States 
armed forces are not to be found in any particular chapter of the 


Internal Revenue Code. 


This article gathers together the scattered principal 


rules of taxation pertinent to military personnel. 

The author discusses various types of income such as basic, longevity, 
incentive, hazard and retirement pay, allowances and gratuities. Deductions 
and special relief provisions available to military 


personnel are also covered. 


LMOST three million men and women 
“<M are presently serving on active duty with 
the United States armed forces. All of these 
people, in addition to being soldiers, sailors 
or airmen, are taxpayers with certain prob- 
lems in common. The solutions to their 
problems are not found in any particular 
chapter of the Code’ or any single Treasury 
regulation, but are scattered through nu- 
merous statutes and the inevitable Treasury 
rulings and court decisions which interpret 
the law. This article attempts to extract 
from these sources the principal rules of 
taxation peculiar to military personnel, to 
outline these rules and, incidentally, to 
demonstrate that they are generally consis- 
tent with accepted principles of military 
pay and expenses. 


INCOME 


The many different types of monetary 
benefits which the serviceman? receives can 
be divided into three general categories: 
pay, allowances and gratuities.* Although 
the Code makes no specific mention of these 
categories by name, a determination of 
which one best describes a particular item 
will, in most cases, indicate how that item 


is treated for tax purposes. An understand- 
ing of the distinguishing features of each 
category is, therefore, important. 


Pay 

Pay means compensation for services. It 
includes basic pay, an amount which is 
graduated according to the rank of the reci- 
pient, and longevity pay, an addition to 
basic pay based on total years of military 
service. In addition to these two items 
which are payable to all servicemen, cer- 
tain groups receive additional amounts of 
pay for various reasons. For example, med- 
ical, dental and veterinary officers receive 
incentive pay at the rate of $100 per month 
(due to be increased under pending legis- 
lation) as an inducement to remain in active 
military service; enlisted men serving out- 
side the continental limits of the United 
States receive special pay based on higher 
living costs or difficult environmental con- 
ditions (weather conditions, etc.) sometimes 
encountered in certain areas; enlisted men 
receive re-enlistment bonuses of substantial 
amounts (as high as $1,440 in some cases) 
if they elect to remain in service after the 
normal expiration of their tours of duty; 
and men serving in particularly dangerous 





1The Code refers to the Internal Revenue 
Code of 1954. All statutory references are to 
the Code unless otherwise indicated. 

2 For purposes of brevity, the term ‘‘service- 
man’’ is used herein to include all members of 
the United States Army, Navy, Air Force, 
Coast Guard and their female auxiliaries. 
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’ The basic military pay statute is the Career 
Compensation Act of 1949, 37 USC Secs. 231 and 
following. This statute is supplemented by 
other laws and has been amended twice to 
increase pay, but its basic concepts remain 
unchanged. 
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assignments, from pilots and parachutists to 
deep-sea divers and submariners, receive 
hazard pay at fixed monthly rates. The tax 
treatment of all of the foregoing items is 
simple: They are fully taxable under Code 
Section 61 as compensation for services. 
Payments made by former civilian employ- 
ers, whether paid directly to the serviceman 
in the form of wages or as a bonus for en- 
tering the armed forces, or paid to his de- 
pendents while he is in service, are also 
fully taxable income.* 

Taxpayers residing in foregin countries 
for designated periods are often entitled to 
special tax benefits. They can exclude from 
gross income amounts received from sources 
without the United States if such amounts 
constitute earned income, and if certain spe- 
cified conditions are met. This benefit does 
not extend to servicemen for the reason that 
the statute specifically excludes “amounts 
paid by the United States or any agency 
thereof” from its operation.’ Hence, pay, 
as defined herein, is taxed the same whether 
it is received by a serviceman stationed 
overseas or by one within the United States. 


There is one important qualification of 
the above rule which, though not pertinent 
at the present time, should be mentioned. 
If the foreign country in which the service- 
man is stationed during an induction period ° 
is a combat zone, or if he was hospitalized 
as a result of wounds, disease or injury in- 
curred while serving in a combat zone, he 
may exclude part or all of his service pay 
from gross income. In the case of enlisted 
personnel, the entire amount of combat pay 
is excluded; in the case of commissioned 





4I, T. 3602, 1943 CB 64; Amoroso v. Com- 
missioner, 52-1 ustc {§ 9135, 193 F. (2d) 583 
(CA-1), cert. den., 343 U. S. 926. Such pay- 
ments, if reasonable, are also deductible by 
the employer making them, even if the recipient 
is absent in the armed forces. I. T. 3417, 1940-2 
CB 64; Berkshire Oil Company, CCH Dec. 16,125, 
9 TC 903. 

5 Sec. 911(a). 
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officers (not including commissioned war- 
rant officers), the exclusion is limited to 
$200 per month.’ Korea was considered a 
combat zone from June 27, 1950, to January 
31, 1955, both dates inclusive, and some men 
will therefore be entitled to a combat pay 
exclusion for a part of their 1955 pay. Since 
January 31, 1955, however, there have been 
no designated combat zones. 


Allowances 


Allowances are not considered compen- 
sation for services, but reimbursement for 
certain expenses incurred by military per- 
sonnel. For example, servicemen are histor- 
ically entitled to meals and lodging, usually 
furnished on the military installation. In 
recent years, as our forces have rapidly in- 
creased, it has not always been possible for 
the government to furnish meals and quar- 
ters in kind so a commutation (money al- 
lowance) has been paid in lieu thereof. Both 
meals and lodging furnished in kind and the 
quarters or subsistence allowances paid in 
lieu thereof are treated as nontaxable items 
and are not required to be included in gross 
income.* The rationale for concluding that 
such payments are not compensatory is 
based on Army regulations of long stand- 
ing which recognize that the right of Army 
officers to quarters or commutation in lieu 
thereof is a matter of public necessity. 

Enlisted men must initiate a “Class Q” 
allotment before they are entitled to the 
quarters allowance. The man makes a vol- 
untary allotment out of his pay and the gov- 
ernment adds the quarters allowance and, 
to insure domestic tranquility, sends the 


* An “induction period’’ is any period in which 
persons are generally subject to induction into 
the armed forces under the Universal Military 
Training Act. See Sec. 112(c) (5). 

7 Sec. 112. 

8 Jones v. U. 8., 1 ustc § 129, 60 Ct. Cls. 552 
(1925), as to quarters allowances; Mim. 3413, 
V-1 CB 29, as to subsistence allowances. 
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government check each month directly to 
the serviceman’s wife or other dependent 
as the case may be. The fact that the allot- 


ment check is sent to the dependent rather 


than the wage earner has no effect on its 
taxability—the quarters allowance remains 
nontaxable and the serviceman’s contribu- 
tion is constructively received by him and 
remains taxable. In the case of a master ser- 
geant with a wife and two children, for exam- 
ple, the wife recieves an allotment of $176.90 
per month; the sergeant’s contribution of $80 
is taxed to him and the government’s con- 
tribution of $96.90 is tax free. However, the 
serviceman may count the entire allotment, 
including the government’s contribution, as 
support of dependents furnished by him, for 
purposes of claiming a dependency exemp- 
tion.” This is frequently overlooked in cases 
where the serviceman has an allotment for 
the benefit of his parents, for example, who 
are also receiving support from other sources, 
such as social security, and a question arises 
as to whether his contribution constitutes 
more than one half of the dependents’ support. 

Like quarters and subsistence allowances, 
most other allowances are treated as tax-free 
reimbursements. Included in this category 
are the following: travel and transportation 
allowances for the serviceman upon enlist- 
ment, permanent change of station or sepa- 
ration from service; uniform allowances; ” 
allowances for transporting dependents and 
moving personal and household effects to a 
new station if the change of station was 
made in the interest of the government; ™ 
and allowances to servicemen abroad based 
on the appreciation of foreign currencies as 
compared with the purchasing power of the 
United States dollar. 

The most important exceptions to the tax- 
free treatment of military allowances are 
mileage and per-diem allowances received 
by servicemen while in a travel status or 
on temporary duty away from their per- 
manent stations. As military duties have 
become highly technical, it has become nec- 
essary to periodically send the men to va- 
rious training schools where they learn 
what guides the missiles and propels the 
jets. Also, large groups of men are often 
sent on temporary duty to overseas bases 





as part of the intensive training programs 
in certain commands, particularly Strategic 
Air Command. In the past the mileage and” 


per-diem allowances paid for these tempo- 


rary duty periods were treated as nontax- 
able receipts, but a recent ruling” provides 
that such allowances must be included in 
gross income. Of course, the serviceman is 
entitled to certain deductions for expenses 
incurred in the performance of his tempo- 
rary duties and these deductions, which are 
discussed in a separate section of this arti- 
cle, will often equal or exceed the taxable 
allowances, thereby eliminating any addi- 
tional tax. 


Gratuities 


Gratuities are payments in the nature of 
gifts arising from military duty, but not 
paid for the actual performance of services. 
They are not required to be included in tax- 
able income. The principal items in this 
category are mustering-out payments,” dis- 
ability severance pay and the death gratuity, 
representing six months’ pay of a deceased 
serviceman, paid to his beneficiary. 


Retirement Pay 


Old soldiers may fade away but while 
they are in the process of doing so they 
usually receive government pensions. Most 
veterans’ pensions are based on length of 
service and must be included in gross in- 
come, since,such pay has not been specifi- 
cally exempted from tax and is regarded as 
compensation for services previously ren- 
dered.” 

Pensions paid because of disability, how- 
ever, are not so easily disposed of. Section 
104 of the Code provides that gross income 
does not include “amounts received as a 
pension, annuity, or similar allowance for 
personal injuries or sickness resulting from 
active service in the armed forces of any 
country This would appear to exempt 
all veterans’ pensions paid by reason of dis- 
ability, but the problem is complicated by 
the fact that the Career Compensation Act 
offers the disabled serviceman two alterna- 
tive methods of computing his retirement 
pay: (1) It may be based on the percentage 





*TI. T. 4092, 1952-2 CB 115. See I. T. 3574, 
1942-2 CB 52, as to taxability of the allotment. 
”T. T. 3603, 1943 CB 69; I. T. 3597, 1943 CB 69. 

m Rev. Rul. 54-429, 1954-2 CB 53, mod. O. D. 
1135, 5 CB 174, and I. T. 3022, XV-2 CB 76. 

2 Rev. Rul. 55-572, I. R. B. 1955-37, 9. 

1% See. 113. The exclusion for mustering-out 
pay does not include bonuses paid under various 
acts or terminal or accrued leave pay, which is 
also received at the time of separation from the 
service. 
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“TI. T. 2963, XV-1 CB 85; Hoeppel v. West- 
over, 48-2 ustc { 9418, 79 F. Supp. 794. Elmer 
D. Pangburn, CCH Dec. 17,119, 13 TC 169 (1949). 
But see Prince v. U. 8., 54-1 ustc { 9264, 119 F. 
Supp. 421, where the Court of Claims, refusing 
to follow the Tax Court, held that retirement 
pay based on length of service was exempt 
where the taxpayer could have elected to be 
retired for disability. 
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of disability, or (2) it may be based on total 
years of service. If he elects method (1), 
the entire amount of retirement pay is exempt 
under Code Section 104; but if he elects 
method (2), only that portion which would 
have been paid under the percentage formula 
of method (1) is exempt and the balance of 
the payments, if any, is taxable.” 

The fact that retirement pay is required 
to be included in gross income does not 
necessarily mean that it will be taxed. Sec- 
tion 37 of the Code provides for a retire- 
ment income credit which will, in many 
cases, eliminate any tax the veteran would 
otherwise be required to pay. (As originally 
enacted in 1954, the statutory term “retire- 
ment income” as applied to persons under 
the age of 65 did not include veterans’ pen- 
sions, but the statute was amended to elimi- 
nate this discrimination and such pensions 
now qualify for the credit regardless of the 
age of the recipient.) The mechanics of 
computing the amount of credit are beyond 
the scope of this article, since this provision 
is not peculiar to servicemen, but persons 
affected should investigate further.” 


DEDUCTIONS 


The determination of which items are 
deductible by the serviceman is relatively 
simple. All members of the armed forces, 
officers and enlisted men, are employees for 
federal income tax purposes. As such, their 
allowable deductions are rather clearly de- 
fined in the Code. 


Deductions from gross income in com- 
puting adjusted gross income are limited 
to expenses of transportation and travel 
(meals and lodging) while away from home 
on temporary assignment to another sta- 
tion.” (As indicated above, per-diem and 
mileage allowances for such trips must be 
included in computing adjusted gross in- 
come.) The term “away from home” is 
important and will serve to disallow the 
deduction in many cases. “Home,” for pur- 
poses of this deduction, means the place 
which constitutes the taxpayer’s principal 
or regular place of duty. Consequently, a 
naval officer on permanent duty afloat is 
not in a travel status while at the home 
port of his ship, and personnel on perma- 
nent assignments overseas are not “away 
from home” and may not deduct their ex- 


16 37 USC Sec. 272(h). 

% See Floyd, ‘‘The Tax Problems of the Re- 
tired Taxpayer,’’ 34 Taxes 187 (March, 1956). 

17 Sec. 62(2). The total expense is deductible 
from adjusted gross income even if it exceeds 
the allowances. 
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penses of meals and lodging, even though 
they are required to maintain homes in the 
United States for their families who are not 
allowed to accompany them.” 


The foregoing items are the only ones 
which may be deducted in computing ad- 
justed gross income. However, under Code 
Section 162, other “ordinary and necessary” 
expenses which are incurred for the em- 
ployer’s benefit may be deducted from ad- 
justed gross income in determining taxable 
income if deductions are itemized. An ex- 
pense is generally “ordinary and necessary” 
only if it is “required” by the employer or 
essential to the performance of the em- 
ployee’s duties. Thus, dues to officers’ clubs 
are not deductible since, theoretically at 
least, membership in such clubs is not re- 
quired by the military services. Auto ex- 
pense in connection with military duties is 
generally not deductible, since an official 
staff car is supposedly available for official 
business and the use of a personal auto is 
voluntary. Neither the cost of military uni- 
forms nor the expense of laundering and 
cleaning such uniforms is deductible, but 
miscellaneous required items (campaign bars, 
corps devices, insignia of rank, etc.) are 
deductible expenses.” Of course, service- 
men, like all other taxpayers, may also take 
the usual personal deductions for interest, 
contributions, etc., if the standard deduc- 
tion is not used. 


SPECIAL RELIEF PROVISIONS 


The serviceman has been the subject of 
much special tax legislation. Although some 
of these laws were probably influenced by 
a feeling of sympathy for “our boys in 
uniform” or recognition of the large and 
powerful political force involved, it must 
be admitted that the summons to military 
service often creates difficult problems which 
can only be alleviated by protective legis- 
lation. 


The Soldiers’ and Sailors’ Civil Relief Act 
(50 USC Appendix Sections 501-590) is the 
principal protection against undue financial 
hardship. First, it eases the transition from 
civilian to military life by permitting the 
postponement of payment of income taxes, 
whether falling due prior to or during mili- 
tary service, for the period of military serv- 
ice and for six months thereafter if such 
service has materially impaired the tax- 


#8 Rev. Rul. 55-571, I. R. B. 1955-37, 8. 

“T, T. 3694, 1944 CB 92, and Special Ruling, 
September 6, 1944, as to cost of insignia, etc. 
Edwin R. Motch, Jr., CCH Dec. 16,663, 11 TC 
777, rev'd on another issue, 50-1 ustc { 9239, 180 
F. (2d) 859 (CA-6), as to cost of uniforms. 
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payer’s ability to pay.” During the period 
of service, the act protects the serviceman 
from double state taxation by exempting 
military personnel from state personal prop- 
erty and income taxes in states, other than 
their domiciles, where they are stationed on 
valid orders.“ This protection is subject to 
several limitations, however, which should 
be noted. Contrary to popular conception 
in the service, the statute does not exempt 
the serviceman from all state taxes—he must 
continue to comply with the tax require- 
ments of his state of permanent residence 
and each man is presumed to have some 
state which he treats as his permanent resi- 
dence. The statute does not exempt the 
serviceman from the taxes of the state in 
which he is stationed if he takes actions 
indicating an intention to remain perma- 
nently and make the state of the new station 
his permanent home; and the statute does 
not extend to dependents of military per- 
sonnel who may be required to pay taxes 
on their own income or property to the 
state or political subdivision of temporary 
residence. After military service, the veteran 
is not likely to return from the wars only 
to find that his home, farm or business prop- 
erty has been sold for nonpayment of taxes. 
The act establishes safeguards against such 
sales in cases where the delinquency arose 
because military service materially affected 
the taxpayer’s ability to pay. Even if the 
property has been sold to enforce payment 
of taxes, the veteran has the right to com- 
mence an action to redeem it at any time 
not later than six months after his discharge.” 


In addition to the special relief provisions 
of the Soldiers’ and Sailors’ Civil Relief Act, 
the federal statutes contain other sections 


intended to ease the tax burdens of the 
military. All of the various benefits admin- 


istered by the Veterans’ Administration (pay- 
ments under the “GI Bill” for education, 
unemployment allowances, dividends on GI 
insurance, etc.) are tax free.™ The Code 
itself contains some relief provisions. For 
example, Section 692 abates the taxes of 
men who die while on active duty under 
certain conditions; Section 7508 extends the 
time for filing returns, Tax Court petitions, 
claims for refunds and performing certain 
other acts in the case of men serving in 
combat zones or hospitalized as a result 
cof injuries received in combat; and Sec- 
tion 1034, which provides for nonrecog- 
nition of gain on the sale of a residence 
if the proceeds are invested in a new 
residence, suspends the running of the 
replacement period within which the new 
home must be purchased for the period of 
military service with an over-all maximum 
of four years. In addition to the various 
federal relief provisions, many of the indi- 
vidual states place the serviceman in a 
favored tax position by granting him liberal 
exemptions from real and personal property 
taxes and by exempting part or all of his 
armed forces pay and his “veteran’s bene- 
fits” from state income taxes. 


In the current campaign which the mili- 
tary services are conducting to increase the 
rate of re-enlistments, not enough emphasis 
is being placed on one of the serviceman’s 
most valuable fringe benefits—the fact that 
a substantial part of his income is entirely 
free of tax. The serviceman who is looking 
forward to the day when he will exchange 
his khakis for gray flannels might be sur- 
prised to learn that that new civilian job 
with the impressive salary will produce less 
after-tax earnings (the only ones that really 
count) than he is already receiving. 


[The End] 


While it’s generally considered that the question most often asked of each 
of the nation’s 64 districts of the Internal Revenue Service is ‘‘“When 

do | get my refund?"’ there are other phases of the refund operation which 
sometimes give agents pause. One couple, required to establish their identity 
to obtain a refund check returned by the post office as undeliverable, sent 
copies of their tax return upon which the refund claim was based, together 


with photographs of themselves holding their copies of their W-2 withholding 
certificates, the requisite information being clearly visible in the pictures. 








250 USC Appendix Sec. 573. No interest or 
penalty accrues by reason of the postponement, 
but Form M-1297A showing financial hardship 
must be filed with the regular return. 

2750 USC Appendix Sec. 574; Dameron v. 
Brodhead, 345 U. S. 322, 32 A. L. R. (2d) 612. 
The mere fact that the serviceman resides on a 
federal military reservation does not exempt 
him from state income tax or from state sales 
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and use taxes, because Congress has expressly 
sanctioned the application of such taxes to per- 
sons in federal areas. 4 USC Secs. 105, 106. 

22 50 USC Appendix Sec. 560. 

*3 38 USC Secs. 454(a), 450(4) and 816. The 
applicability of the federal statute to state taxa- 


tion is recognized in the state court decisions. 
See the annotations in 108 A. L. R. 1105. 
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By JOSEPH RABIN 
Attorney and CPA, 


Los Angeles 


f Meves Gooding Amusement Company case 
recently decided by the Tax Court’ 
appears to have slid into the uncharted 
waters of the “thin corporation,” with 
hardly a ripple of opinion by the members 
of the legal and accounting professions. 
The reason must be that these professional 
advisers are busy with the host of 
problems raised by the 1954 Code to worry 
about this new problem. Yet, it would seem 
that this case could well hasten the advent 
of government regulations in the area of the 
inadequately capitalized corporation as did 
the Clifford case in the area of income taxa- 
tion of short-term trusts. 


too 


Let us examine the facts of this case, the 
ruling of the court and reasons advanced 
by the court for the ruling. We may then 
see why this case might well be the “last 
straw” in an area which has become more 
and more confusing not only to the tax 
adviser, but also to the general practitioner 
in the field of corporate law. Briefly, the 
more significant facts are as follows: 

The Gooding partnership, consisting of 
husband, wife and infant daughter having 
respectively a four-sevenths, a two-sevenths 
and a one-seventh interest therein, was dis- 
solved on August 24, 1946. 

Immediately thereafter, the Gooding cor- 
poration was formed and the partnership 
assets were sold to the corporation in ex- 
change for $49,000 in no par common stock 
and $232,000 in interest-bearing notes. 

The $281,000 in stock and notes was 
about $114,000 more than the original part- 
nership basis of the assets and the partners 
paid a capital gains tax on the difference. 

The partners received stock and notes in 
the same proportion as their respective part- 
nership interest. 





1 CCH Dec. 20,681, 23 TC 50. 
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The "Clifford Case” 


The notes were ordinary negotiable judg- 
ment notes, each containing an uncondi- 
tional promise to pay on a fixed date the 
principal thereof, together with interest at 
5 per cent per annum. Approximately 
$147,000 of the notes remained unpaid at 
the time of the assessment. Interest was 
paid on these notes, although the facts are 
not clear whether interest was paid after 
maturity of the notes. The stockholders 
paid tax on the interest income and the 
corporation deducted the interest expense. 

The corporation subsequently purchased 
$300,000 of new equipment and borrowed 
$77,000 from its corporate stockholders, 
repaying approximately $18,000 of these 
notes. The balance apparently still re- 
mained unpaid. 

The corporation paid 1 per cent in divi- 
dends in 1946, 10 per cent in 1947, 10 per 
cent in 1948, and 5 per cent in 1949, 

The employees of the corporation ac- 
quired approximately 25 per cent of the 
shares with an option in the corporation 
to repurchase at a fixed sum. 

The 


were: 


questions presented to the court 
(1) whether the corporation could deduct 


interest on the notes; 


(2) whether repayment of the notes was 
a taxable dividend to the stockholders; 

(3) whether the original incorporation 
resulted in a tax-free exchange rather than 
a taxable transfer. 

The court held that the notes were the 
same as stock and therefore the interest 
payments were not deductible by the cor- 
poration and the principal repayments were 
taxable dividends to the stockholders. The 
court then went on to hold that the original 
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f the Thin Corporation 


The Gooding Amusement Company decision may well become the vehicle for the 
promulgation of Treasury regulations with respect to 

inadequately capitalized corporations, according to the author. This case 

is another in a long series of cases wherein the stockholders 

of a closely held corporation have attempted to establish between themselves 
and the corporation the relationship of creditor-debtor. 


This article rationalizes the Gooding 


decision from a positive as well as a negative point of view. 


incorporation was tax free (since it had 
held that the original issuance of notes was 
in reality a capital investment), and there- 
fore, the basis of the assets in the hands 
of the corporation was $114,000 less than 
had been depreciated, since the transaction 
in retrospect qualifies as a Section 112(b) (5) 
nontaxable exchange. 


Apparently, the issue of whether the dis- 
allowed interest payments would be taxable 
as an additional dividend to the taxpayer 
was not raised (possibly, the Commissioner 
felt this might be the straw to break the 
camel’s back!). Apparently, also, the issue 
as to whether the notes issued for monies 
loaned to the corporation after incorpo- 
ration were in the same category as the 
notes issued at the time of incorporation, 
was not presented to the court. 

What were the reasons advanced by the 
Tax Court in support of its conclusions? 

(1) The court stated “The most significant 
aspect of the instant case is the com- 
plete identity of interest between and among 
the three noteholders, coupled with their 
control of the corporation.” (Italics sup- 
plied.) The court further stated, “It is, in 
our opinion, unreasonable to ascribe to the 
husband petitioner, F. E. Gooding, an inten- 


Thin Corporation 


tion at the time of the issuance of the notes 
ever to enforce payment of his notes, espe- 
cially if to do so would either impair the 
credit rating of the corporation, cause it 
to borrow from other sources the funds 
necessary to meet the payments, or bring 
about its dissolution.” (Italics supplied.) 


Let us examine the implications and the 
effect of the above statement on a closely 
held corporation. Under the court’s rea- 
soning, it would be virtually impossible for 
any closed corporation to issue bonds or 
notes to its stockholders whether at the 
time of incorporation or subsequent to its 
incorporation. Indeed, the effect of such 
reasoning will play havoc upon the well- 
established theory of limitation of liability 
as being one of the prime considerations 
influencing individuals to incorporate. Sup- 
pose, for example, A engages in many 
enterprises. A decides to go into a risk 
venture and puts $25,000 into a corporation 
in return for stock in the amount of $25,000. 
A does not wish to risk any more than this 
amount in the form of equity capital. Now, 
A loans his corporation, X, an additional 
$100,000 so that X corporation may pur- 
chase a building to house its enterprise. 
He wants to earn the interest himself rather 
than arrange a loan to the corporation by 


283 





the bank. A takes back a trust deed on 
the building and land to secure his loan. 


Ah, says the Tax Court, the most significant 
aspect is the complete identity of interest 
between A, the noteholder, and X, the cor- 
poration, and A’s complete control of the 
corporation. The court goes on to say 
that it would be unreasonable to ascribe to 
A an intention at the time of the issuance 
of the notes ever to enforce payment of 
the notes, especially if to do so would 
impair the credit rating of the corporation 
and so on. Is this result absurd? 
merely applying the rationale of the Tax 
Court to this situation! 


(2) The court stated that as corrobora- 
tion to its findings, the majority of the notes 
had long since matured and had not been 
paid. Also, that the Goodings’ notes had 
been subordinated when the corporation 
found it necessary to borrow from outside 
sources. 


Let us examine this statement, bearing 
in mind that, as the court indicates, this is 
only corroboration of the basic premise that 
there intent to enforce the notes, 
and that, therefore, even without these cor- 
roborating facts the court could have come 


to the same conclusion. 


was no 


Suppose the corporation had borrowed 
trom a bank, and the bank had renewed the 
notes. Is it more reprehensible that a 
shareholder-creditor in effect renews its 
notes? The corporation presumably con- 
tinued to pay interest on these notes. 

As to subordination by stockholders of 
their debts for the good of the business, 
it practically goes without saying that this 
is the normal business practice. Most banks, 
when loaning to a corporation, particularly 
a closed corporation, require the stock- 
holders to personally sign the notes. The 
personal guarantees are required even where 
there are no corporate obligations to the 
shareholders. 


(3) The court went on to say that 
although there is nothing reprehensible in 
casting one’s transactions in such a fashion 
as to produce the least tax, nevertheless, tax 
avoidance will not be permitted if the trans- 
action or relationship on which such avoid- 
ance depends is a “sham” or lacks genuine- 
The court then goes on to repeat the 
“substance shall 


ness. 
oft-quoted statement that 
prevail over form.” 





"2 Ruspyn Corporation, CCH Dec. 19,112, 18 
TC 769. 


284 


We are. 


April, 1956 @ 


Let us examine this statement on the part 
of the court. It would seem to this writer, 
at least, that the statement, “substance shall 
prevail over form,” is fraught with grave 
dangers when applied to the field of law. 
There is, of course, no arguing with this 
sort of “legal” reasoning. This statement 
has a peculiar and awe-inspiring ring to it. 
The mere pronouncement dispenses with 
the need for legal precedent or legal theories. 
Too often has this statement been made by 
the court, usually in a “tax case,” when, 
having searched for legal rationale and not 
finding it, it reaches over and hangs its hat 
on that old nail, “substance shall prevail 
over form.” 

While the use of the term “substance 
over form” might be condoned when a court 
arrives at a judicial decision based on legal 
rationale and then uses this term as a sort 
of warning to taxpayer, or even “frosting 
on the cake,” often this has become the cake! 


In support of its conclusion, the court 
rejected the following arguments made by 
the petitioner corporation: 


(1) The corporation pointed out that the 
initial financial structure did mot reveal an 
excessive ratio of debt to stock. In answer 


to this, the court points out that the “thin 
capitalization” factor is only one of the 


indicia from which the presence or absence 
of a debtor-creditor relationship may be 
determined. It further points out that 
the court does not consider it decisive of the 
issue. This may come as a surprise to the 
many practitioners that have been guided by 
a ratio test of debt to stock in the neighbor- 
hood of 3% to one,’ although this writer 


has been of the opinion that there was no 
legal validity to this ratio test? 


(2) The petitioner corporation stated that 
there were excellent business purposes behind 
the issuance of the notes, to wit: to limit 
the noteholders’ liabilities to its stock and 
in the event of a disastrous financial situa- 
tion, to allow the noteholders-stockholders 
to come in and reclaim some of the assets 


along with other creditors. The court in 


answer to this in effect states that it does 
not believe the petitioner and, furthermore, 
that the petitioner was adequately insured. 


(3) The petitioner further pointed out 
that his desire and intention to allow key 
employees to have stock in the corporation 
constituted another cogent business pur- 
pose. The court, however, disagreed that 





’ “Fat Advantages of the Thin Corporation,” 
32 TAXES 572 (July, 1954). 
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this. motivated the taxpayer petitioner in 
restricting the capitalization of the cor- 
poration. 


What can we conclude from a realistic 
appraisal of the Gooding Amusement Com- 
pany case? Well, from a positive point of 
view, it should be borne in mind that subse- 
quent cases, particularly in courts other 
than the Tax Court, have in effect reached 
contrary results. It might also be a fair 
conclusion that a taxpayer will fare better 
in the circuit court than in the Tax Court,‘ 
although even the Tax Court has in a case, 
decided subsequent to the Gooding case, 
held a thin corporation would be upheld.’ 


*John V. Rowan v. U. 8., 55-1 ustc { 9188, 219 
F. (2d) 51 (CA-5). In holding for the taxpayer, 
the court said: 

‘“‘Many students of tax law have discussed 
the inadequately capitalized corporation, some- 
times popularly known as the ‘thin corpora- 
tion’. The court, of course, recognizes the fact 
that stockholders who lend money to their own 
corporation obtain all the advantages of favor- 
able tax treatment if the enterprise fails. But 
the court also recognizes that, entirely without 
reference to the incidence of taxes stockholders 
of corporations have always been free to com- 
mit to corporate operations such capital as they 
choose and to lend such additional amounts as 
they may elect to assist in the operation if that 
is their true intent, always thus reserving the 
right to share with other creditors a distribu- 
tion of assets if the enterprise fails. It would 
obviously work an unwarranted interference by 
the courts in ordinary and perfectly proper 
business procedures for us to say that there 
can be established, as a matter of hindsight, a 
ratio of stockholder owned debt to the capital 
of the debtor corporation. No stockholder could 
safely advance money to strengthen the falter- 
ing steps of his corporation (which, of course, 
may be greatly to the benefit of other credi- 
tors) if he is faced with the danger of having 
the Commissioner, with the backing of the 
courts, say, ‘he had no right to launch a cor- 
porate business without investing in it all the 
money it needed, and investing it in the way 
that is most disadvantageous to himself, both 
as relates to taxation and as to other creditors.’ 

“Tt is entirely within the competence of Con- 
gress to provide by statute for such ratio if it 
deems it advisable or necessary within the 
scheme of Federal taxation. It is not within 
our province to do so. Nor would it further 
the desirable end of certainty in taxes for us 
to do so."’ 

5 Sheldon Tauber, CCH Dec. 21,002, 24 TC 179. 
The facts in brief were: 

(1) A net worth of $209,000 was transferred 
to a corporation in exchange for 4 per cent 
interest-bearing notes. 

(2) The corporation issued $25 of capital 
stock to each stockholder consisting of the wife, 
the husband, the son, and the daughter-in-law 
(who was also the sister of the husband). Thus 
there was a total of only $100 in capital stock. 

(3) The court estimated that there was ap- 
proximately $150,000 of good will not trans- 
ferred to the corporation. 

(4) The notes were paid off within 2% years 
after formation of the corporation. 

On the basis of the above facts, the Tax Court 
held that the payments on the notes were not 


Thin Corporation 


From the negative point of view, the 
professional adviser must conclude that it 
is now virtually impossible to predict the 
result of a shareholder loaning funds to 
his corporation. It might be fair to assume, 
therefore, that any closed corporation that 
has borrowed money from its shareholders, 
whether in the form of bonds or notes or 
loans, has an excellent chance of ending up 
in the court.* 


Like the famous Clifford case which was 
the forerunner of the Clifford regulations, 
it would appear that Gooding Amusement 
Company could well result in “Gooding reg- 


ulations.” [The End] 


taxable as dividends and that the exchange 
qualified as a tax-free exchange. 

In holding for the taxpayer the court said: 
“It will be demonstrated that there was here 
no ‘thin’ capitalization although the importance 
of ‘thin’ capitalization in this case is not readily 
apparent."’ (Italics supplied.) The court also 
said that the corporation was not thin if you 
would add $150,000 of good will. The court 
then went on to say that the facts in this case 
amply distinguish it from those cited by the 
Commissioner in prior cases (Gooding Amuse- 
ment Company). 

* Herbert B. Miller, CCH Dec. 21,196, 24 TC 
—, No. 103. The facts briefly were as follows: 

(1) Three equal partners, brothers, caused a 
corporation to be formed with stock of a de- 
clared value of $1,050. 

(2) In a series of step transactions, cash and 
other assets of the partnership were trans- 
ferred to the corporation in exchange for 5 per 
cent interest-bearing notes, principal being 
payable in annual installments of no less than 
$20,000. The total of the notes was approxi- 
mately $125,000. The notes were subsequently 
changed and new notes issued payable in 
smaller annual installments. In the first two 
years of operation approximately $53,000 in 
principal was repaid against the notes. 

The court, quoting from its decision in the 
Gooding Amusement Company case, also Mullen 
Building Corporation, and 1432 Broadway Cor- 
poration, held that the corporate payments on 
the notes were taxable dividends, and that 
there was no gain recognized to the corporation 
upon transfer of the assets (although the part- 
nership had previously reported a gain on the 
transfer of the assets of the corporation). 

In holding against the taxpayer, the Tax 
Court went on to say that substance prevailec 
over form where partners organized the cor- 
poration with inadequate capitalization and 
then transferred to it all the partnership assets 
in return for the note. There was a business 
purpose in incorporating, but it could have 
been accomplished by adequate capitalization! 

In its opinion, the court went on to quote the 
following from U. 8, v. Title Guarantee & Trust 
Company (CCA-6): “The essential difference 
between a stockholder and a creditor is that 
the stockholder’s intention is to embark upon 
the adventure, taking the risks of loss attendant 
upon it, so that he may enjoy the chances of 
profit. The creditor, on the other hand, does 
not intend to take such risks so far as they 
may be avoided, but merely to lend his capital 
to others who do intend to take them.” (Italics 
in original.) 
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Recent Trends 
in State Taxation of Interstat 


The encroachment of state tax legislation on interstate commerce activities 
has resulted in a problem of basic importance to our industry, as 

well as to the local governments themselves. 

Mr. Drazen here expresses the conviction that full discussion is needed 

if this problem is to be solved with fairness to all, for the ‘‘conflict 
between ‘consumer’ states and ‘producer’ states will prevent 

a voluntary compact respecting taxability of interstate commerce." 


sas E perennial problem of the validity 
of a state tax for the privilege of 
carrying on, within a state, certain activities 
admittedly necessary to maintain gr operate 
the interstate business of the taxpayer”’ 
calls more forcibly for solution today than 
at any time since the enlargement of the 
state taxing power over interstate commerce 
by the United States Supreme Court in 
Western Live Stock v. Bureau of Revenue.’ 


In the words of Justice Frankfurter :* “The 
history of this problem is spread over hun- 
dreds of volumes of our Reports. To at- 
tempt to harmonize all that has been said 
in the past would neither clarify what has 
gone before nor guide the future. Suffice 
it to say that especially in this field opinions 
must be read in the setting of the particular 
cases and as the product of preoccupation 
with their special facts.” 

While undoubtedly true, such an admoni- 
tion does not help the tax man who must 
advise his client what the law is nor the 
state and local legislatures who face the 
task of raising revenue and who have only 
the decisions of the Supreme Court as 
guides: “The constitutionality of a state’s 
tax laws should not depend on the ability 





1 Memphis Natural Gas Company v. Stone, 
2 stc § 200-030, 335 U. S. 80 (1948). 

21 stc § 528, 303 U. S. 250 (1938). 

3 Freeman v. Hewit, 2 stc { 200-019, 329 U. S. 
249 (1946). 
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of state legislatures to foresee what tax 
language would most likely meet this Court’s 
approval.” ‘ 

The reluctance of the Supreme Court to 
overrule any of its prior decisions is gen- 
erally acknowledged*® and a fluctuating 
majority of that Court reaches conflicting 
decisions, each of which ostensibly is a valid 
precedent. A fundamental cleavage in the 
basic constitutional approach to this problem 
by the Court is the reason for the facade of 
functional theories and the bewildering bab- 
ble of labels enunciated in the cases. These 
differing views were restated recently by 
members of the Court in two cases decided 
at the same Court term. 

The traditional or historical view was 
set forth by Justice Frankfurter in his dis- 
senting opinion in Braniff Airways v. Ne- 
braska Board, 3 stc J 200-113, 347 U. S. 590, 
609: 

“Until Congress acts, the vital thing for 
the Court in this new and subtle field is to 
focus on the process of interstate commerce 
and protect it from inroads of taxation by 
a State beyond ‘opportunities which it has 
given, ... protection which it has afforded, 
... benefits which it has conferred by the 

* Justice Clark in Railway Express Agency 
v. Virginia, 3 stc § 200-112, 347 U. S. 359, 372. 

5 *Stare Decisis,"" by Justice William O. 


Douglas, 4 The Record of the Association of 
the Bar of the City of New York 152. 
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ommerce 


fact of being an orderly, civilized society 
[Wisconsin v. J. C. Penney Company]’.” 


This view is basically the same as the one 
he stated in Freeman v. Hewit:* 

“Our starting point is clear. In two 
recent cases we applied the principle that 
the Commerce Clause was not merely an 
authorization to Congress to enact laws for 
the protection and encouragement of com- 
merce among the States, but by its own 
force created an area of trade free from 
interference by the States. In» short, the 
Commerce Clause even without implement- 
ing legislation by Congress is a limitation 
upon the power of the States. Southern 
Pacific Co. v. Arizona, 325 U. S. 761, 65 
S. Ct. 1515, 89 L. ed. 1915; Morgan v. 
Virginia, 328 U. S. —, 66 S. Ct. 1050. In 
so deciding we reaffirmed, upon fullest 
consideration, the course of adjudication 
unbroken through the Nation’s history. 
This limitation on State power, as the Mor- 
gan case so well illustrates, does not merely 
forbid a State to single out interstate com- 
merce for hostile action. A State is also 
precluded from taking any action which 
may fairly be deemed to have the effect 
of impeding the free flow of trade between 
States.” 

In a rare unanimous decision, Justice 
Clark, speaking for the Court in Michigan- 
Wisconsin Pipe Line Company v, Calvert, 347 
U. S. 157, 166, incidentally mentioned the 
other concept: 


“The recurring problem is to resolve a 
conflict between the Constitution’s mandate 
that trade between the states be permitted 
to flow freely without unnecessary obstruc- 
tion from any source, and the state’s right- 
ful desire to require that interstate business 
bear its proper share of the costs of local 


. 


BY MARTIN DRAZEN 
Attorney, 
Bronxville, New York 


government in return for benefits received. 
Some have thought that the wisest course 
would be for this Court to uphold all state 
taxes not patenily discriminatory, and wait for 
Congress to adjust conflicts when and as it 
wished. But this view has not prevailed, and 
the Court has therefore been forced to de- 
cide in many varied factual situations 
whether the application of a given state tax 
to a given aspect of interstate activity vio- 
lates the Commerce Clause.” (Italics sup- 
plied.) 

This permissive approach was espoused 
by Justice Black in his dissenting opinion 
in Gwin, White & Prince, Inc. v. Henneford, 
1 stc $531, 305 U. S. 434, 455, in these 
words: 

“It is essential today, as at the time of the 
adoption of the Constitution, that commerce 
among the States and with foreign nations 
be left free from discriminatory and retalia- 
tory burdens imposed by the States. It is 
of equal importance, however, that the 
judicial department of our government scru- 
pulously observe its constitutional limita- 
tions and that Congress alone should adopt 
a broad national policy of regulation—if 
otherwise valid state laws combine to 
hamper the free flow of commerce. Doubt- 
less, much confusion would be avoided if 
the courts would refrain from restricting the 
enforcement of valid, non-discriminatory 
state tax laws. Any belief that Congress 
has failed to take cognizance of the prob- 
lems of conjectured ‘multiple taxation’ or 
‘apportionment’ by exerting its exclusive 
power over interstate commerce, is an in- 
adequate reason for the judicial hand of 
government—without constitutional power 
—to attempt to perform the duty constitu- 
tionally reposed in Congress. I would re- 
turn to the rule that—except for state acts 





* Cited at footnote 2, at p. 252. 
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designed to impose discriminatory burdens 
on interstate commerce because it is inter- 
state—Congress alone must ‘determine how- 
far [interstate commerce] . .. shall be free 
and untrammelled, how far it shall be bur- 


dened by duties and imposts, and how far 
it shall be prohibited’.” 


As noted by Justice Clark, this basic 
conflict has caused the Supreme Court to 
adopt a policy of deciding each case on its 
particular facts with the decision varying 
with the temporary majority. Sometimes the 
result reached has been by a plurality, and not 
a majority.’ 


Mr. Justice Rutledge, in an exceptionally 
thoughtful concurring opinion in Freeman v, 
Hewit* found fault with both schools of 
thought and the resultant confusion, and ad- 
vocated outright judicial legislation : 


“As among the various possibilities, I think 
the solution most nearly in accord with the 
commerce clause at once most consistent 
with its purpose and least objectionable for 
producing either evils it had no design to 
bring or practical difficulties in administra- 
tion, would be to vest the power to tax 
in the state of the market, subject to power 
in the forwarding state also to tax by al- 
lowing credit to the full amount of any tax 
paid or due at the destination. This too 
is more nearly consonant with what the 
more recent decisions have allowed, if full 
account is taken of their effects.” 


This brave attempt to set out definite 
guides has never met with the approval of 
the Court, and the piecemeal consideration 
of particular cases by the Court continues. 
A step in the direction of permitting the 
state of the market to tax was taken in 
Norton Company v. Department of Revenue.’ 
Norton Company is a Massachusetts corpo- 
ration which manufactures and sells abra- 
sive machines and supplies. It qualified to 
do business in Illinois and operated a branch 
office and warehouse in Chicago, from which 
it made local sales at retail. The company 
conceded it was subject to the Illinois oc- 
cupation tax (retail sales tax) on the sales 
made directly from the warehouse. The 
state claimed a tax on all sales to Illinois 
customers regardless of how the orders 


were obtained and filled, and the Illinois 
court upheld the entire tax. There were 
three types of sales involved: (1) sales solic- 
ited in Illinois and filled either directly or 
by transshipment from the Chicago ware- 
house, (2) sales solicited in Illinois and 
filled directly from Massachusetts and (3) 
orders mailed by Illinois customers to Mass- 
achusetts and filled from Massachusetts. 


In the Supreme Court, all nine Justices 
felt that the first type was taxable, although 
the company claimed that only sales over 
the counter were taxable; only eight” 
felt that the second type was taxable; and 
only three felt that the third type was 
taxable.” 


With respect to the second type, the 
Court felt that by electing to take the bene- 
fits of local business, the corporation could 
not escape the tax unless it clearly showed 
that the sales “are disassociated from the 
local business and interstate in nature,” and 
that was not proven. Justice Reed dis- 
sented on that type of transaction, and he 
based his view on McLeod v. Dilworth,” 
which held that a sales tax could not be 
claimed by the buyer’s state on orders 
solicited in one state and accepted in another, 
and shipped at the purchaser’s risk. 


As to the third type, the majority opinion 
said: * 

“The only items that are so clearly in- 
terstate in character that the State could 
not reasonably attribute their proceeds to 
the local business are orders sent directly 
to Worcester by the customer and shipped 
directly to the customer from Worcester. 
Income from those we think was not sub- 
ject to this tax.” 

Justices Clark, Black and Douglas felt 
that by asuming the mantle of a local busi- 
ness, the corporation should be taxed as 


a local business, including this otherwise 
interstate transaction. 


Spector Motor Service Inc. v. O’Connor, 
2 ste § 200-044, 340 U. S. 602 (1951), 
marked a halt in the trend of recent deci- 
sions toward sustaining state taxes formerly 
regarded as outlawed by the commerce 
clause.“ In that case, franchise tax on a 
foreign corporation for the privilege of do- 








7In Memphis Natural Gas Company v. Stone, 
cited at footnote 1, there were three opinions: 
four Justices joined in the dissenting opinion 
by Justice Frankfurter; three Justices agreed 
on the plurality opinion by Justice Reed; Jus- 
tice Rutledge had a separate concurring opinion; 
and Justice Black concurred in the judgment 
but not in the opinion. 

®§ Cited at footnote 6, at pp. 259-286. 

®2 strc { 200-043, 340 U. S. 534. 
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” Dissent by Justice Reed, at p. 539. 

11 Dissent by Justice Clark, at p. 541, joined 
in by Justices Black and Douglas. 

122 Case cited at footnote 9, at p. 540. 

13 P, 539. 

1% For a discussion of cases decided up to 
Memphis Natural Gas Company v. Stone in 
1948, see Hellerstein, ‘‘State Franchise Taxation 
of Interstate Businesses."’ 4 Tax Law Review 95. 
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ing business in Connecticut was held in- 
valid. The corporation was engaged in 
interstate trucking only, and leased several 
terminals in Connecticut, employed 27 per- 
sons full time, and had a payroll at one 
terminal alone exceeding $1,200 per week. 
The corporation qualified to do business in 
Connecticut, and several pickup trucks were 
licensed there. The Court accepted the 
Connecticut court’s determination that this 
was a francise tax, and held that where the 
business is exclusively interstate there can 
be no tax for the privilege of doing inter- 
state business. Yet in Memphis Natural Gas 
Company v. Stone, cited above, where it was 
stipulated as a fact that the gas company 
had never engaged in any intrastate com- 
merce in Mississippi, the court upheld a 
franchise tax. The only reference in the 
Court’s opinion in the Spector case to the 
Memphis Natural Gas Company case follows 
a discussion of cases in which there was both 
interstate and intrastate commerce: “See also, 


Memphis Gas Co. v. Stone, 335 U. S. 80.” 


It had taken eight years and eight courts 
before it was finally determined that this 
Connecticut tax was invalid, and the taxes 
in question went back 13 years. 


In Railway Express Agency v. Virginia,” 
the Court reaffirmed its decision in the 
Spector case, and held invalid a license 
tax on express companies in addition to 
the property tax for the privilege of doing 
business, measured by gross receipts. Here, 
too, the company engaged only in inter- 
state business. The Virginia court held the 
tax to be a property tax on the intangible 
value of good will or going-concern value 
measured by gross income. The Supreme 
Court, noting that it was not bound by 
the characterization given to the tax by 
the Virginia court, analyzed the tax in 
detail and held it to be a privilege tax, and 
said the operating incidents were not suf- 
ficiently local to support this tax as a 
privilege tax. The majority, however, was 
reduced from six-three in Spector to five- 
four. 


Applying the reasoning of the Spector 
case, several state courts have recently held 


that local gross receipts taxes for the 


privilege of doing business in the munici- 
pality could not be collected from foreign 
corporations which maintained sales offices 
for the solicitation of interstate business, 
all orders being accepted at the out-of- 
state home office—United Piece Goods Dye 
Company v. Joseph, 282 App. Div. 60, af- 
firmed, 307 N. Y. 780, certiorari denied, 
348 U. S. 916 (1955); Motch & Merry- 
weather Company v. Pittsburgh (May 23, 
1955)." However, the Supreme Court has 
not ruled on this point since Cheney 
Brothers Company v. Massachusetts, 246 U. S. 
147, although it has indicated in several 
decisions of more recent vintage that its 
decision would be the same. See Memphis 
Steam Laundry Cleaner, Inc. v. Stone, 2 
stc § 200-048, 342 U. S. 389, 393, where 
the Court said: “If the Mississippi tax 
is imposed upon the privilege of soliciting 
interstate business, the tax stands on no 
better footing than a tax upon the privilege 
of doing interstate business. A tax so im- 
posed cannot stand under the Commerce 
Clause.” Also, see Railway Express Agency 
v. Virginia, cited above, at pages 367-368. 

The confusion caused by the piecemeal 
consideration of each case on its peculiar 
facts and basing the validity of the tax 
upon the “constitutional channel” " through 
which the state attempts to tax is evi- 
denced by the decision of the New York 
courts ® recently that United Air Lines was 
not subject to New York City’s general 
business tax, a franchise tax based on 
gross receipts, although it maintained three 
traffic offices, a hangar, a stockroom and a 
repair and maintenance shop, and em- 
ployed about 300 persons in the city. Shortly 
thereafter, the United States Supreme Court 
upheld an ad valorem tax asserted by Nebraska 
against another airline where the facts were 
not as compelling (Braniff Airways v. 
Nebraska Board, cited above). 

Despite the court’s statement that “it is 
not a matter of labels,” any detached 
analysis must conclude that the label is 
important for the Court to invalidate a 
sales tax™ but approve a use tax™ on al- 
most identical facts; approve an income 
tax * but disapprove a privilege or franchise 


tax measured by income;” approve a use 





1% Cited at footnote 4. 

% This was not a Pennsylvania Superior Court 
decision. It was based on a case involving a 
question of jurisdiction of the courts of Penn- 
sylvania, Lute v. Foster & Kester Company, 
Inc. , 367 Pa. 125. 

11 Spector Motor Service v. O’Connor, cited 
above, at p. 608. 

%8 Matter of United Air Lines v. Joseph, 282 
App. Div. 48, aff'd, 307 N. Y. 762. 
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1% Spector Motor Service v. 
above, at p. 608. 

* McLeod v. Dilworth, 322 U. S. 327 (1944). 

21 General Trading Company v. State Tax 
Commission, 1 stc { 564, 322 U. S. 335 (1944). 

2 West Publishing Company v. McColgan, 166 
Pac. (2d) 861 (Calif.), aff'd, 328 U. S. 823. 

** Spector Motor Service v. O’Connor, cited 
above. 


O’Connor, cited 
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tax where the only activity of the seller 
is the solicitation of business in the state 
by traveling salesmen™ but disapprove a 
use tax where the seller actually delivers 
the goods in the state.” 

Pennsylvania’s adoption of a “property 
tax” measured by net income indicates how 
cautious the states now are.” Connecticut, 
after its disaster in the Spector case, has 
adopted a franchise tax using the Memphis 
Natural language as a guide, 


° bi 
Gas case 


and that law is yet to be tested in the 
courts.” A test is pending” of a Georgia 
statute which imposes an income tax on 


foreign corporations which do not maintain 
an office in the state. This case may result 
in a decision by the Supreme Court which 
will have far-reaching consequences for 
many states and for all small businesses 
which engage in interstate shipments but 
which are not large enough to maintain 
offices in other states. 
Said Justice Clark 
Agency v. Virginia: 


in Railway, Express 


“In sum, Virginia’s tax should not be 
held unconstitutional merely because of the 
name the state’s legislature gave it. Since 
no one asserts that the amount of the tax 
is unfair or discriminatory, presumably the 
same tax assessed under a different name 
by the use of different words would be 
upheld, The constitutionality of a state’s 
tax laws should not depend on the ability 
of state legislatures to foresee what tax 
language would most likely meet this Court’s 
approval.” ” 


Recognition of this problem and_ the 
desirability for Congressional action has 
long been importuned by the Supreme 


Court. The majority opinion in the Braniff 
Airways case illustrates the eagerness of the 
Court for federal legislation.” Even the 
dissenting opinion by Justice Frankfurter ” 
recognized the value of the uniform law 


proposed by the Council of State Govern- 
ments, but he felt it was not conclusive 
until Congress acted. 


Full discussion is needed so this problem 
of basic importance to our industry and 
local governments may be solved with 
ingenuity and fairness to all. With the 
continuing need for federal revenue, it is 
too much to expect that the Utopian ideal 
of segregated and allocated tax fields be- 
tween the federal, state and local govern- 
ments will soon be realized.” Experience 
has shown the virtual impossibility of hav- 
ing the separate states agree among them- 
selves upon a single definition of “resident” 
for income tax purposes,” so there can be 
no expectation of agreement on this more 
complex problem. The conflict between 
“consumer” states and “producer” states will 
prevent a voluntary compact respecting 
taxability of interstate commerce.” Practical 
problems of apportionment of mutistate in- 
come, which have largely been ignored by 
the Supreme Court except to see that rough 
justice is done, should also be answered.” 


It has been held: 


“Only a comprehensive survey and in- 
vestigation of the entire national economy 
—which Congress alone has power and 
facilities to make—can indicate the need 
for, as well as justify, restricting the tax- 
ing power of a State so as to provide 
against conjectural taxation by more than 
one State on identical income.” “ 


It would be presumptive to suggest a 
form of statute before such hearings are 
held but, as a minimum, Congress should 
designate the fields of permissive state taxa- 
tion of interstate commerce and adopt uni- 
form definitions, apportionment factors and 
formulas. Perhaps the imminence of Con- 
gressional action will force the individual 
states to bury their differences and to agree 
on an effective program. [The End] 





* General Trading Company v. State Tax 
Commission, cited at footnote 21. 

2% Miller Brothers v. Maryland, 3 st 
347 U. S. 340. 

* Pub. L. 1417 (August 24, 1951). 

2 Cited at footnote 1. 

*% CCH Connecticut Tax Reports { 10-110. 

” Stockham Valve & Fitting Inc. v. Williams, 
Dkt. No. A 48097, Super. Ct., Fulton County, 
Georgia. 

*® Cited at footnote 4. 

* Cited above, at p. 593. 

#2 Pp. 604-605. 

* For a brief discussion of steps taken in this 
direction see Federal-State-Local-Tax Correlator 





{| 250-212, 


(Tax Institute, Inc., 1954), Ch. II, by L. L. 
Echer-Racz, fiscal economist, United States 
Treasury. 
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*% See discussion by Mortimer M. Kassell, 
Deputy Commissioner and Counsel, New York 
State Department of Taxation and Finance, 
work cited at footnote 33, at p. 144, where he 
cites six different types of statutes among the 
33 states which have adopted personal income 
taxes. 

*% Consumer states will favor Justice Rutledge's 
proposal to permit the state of market to im- 
pose the sales and use taxes but producer states 
will oppose it. This conflict has caused much 
confusion over apportionment of multistate 
income. 

*A case history is provided by Justice 
Frankfurter in his dissent in the Braniff case, 
cited above, at pp. 604-606. 

Gwin, White & Prince, Inc. v. Henneford, 
cited above, at p. 449. 
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Computation of Allowable Contributions 
Under the New York Franchise Tax 


By REUBEN JANCOURTZ, Attorney and CPA, New York 


Here is a new, simple, algebraic equation with only one unknown for the 
determination of the exact amount of limited contributions allowable 

as a deduction to corporations where the exact amount of the state franchise 
tax is in turn dependent upon the allowable deduction for contributions. 


N the November, 1954 issue of TAxEs, 

Mr. Philip Galitzer, attorney and CPA 
of New York, provides algebraic solutions 
for the determination of the exact amount 
of limited contributions allowable as a de- 
duction to corporations where the exact 
amount of the New York franchise tax is 
in turn dependent upon the allowable de- 
duction for contributions. As the writer 
views this problem, it not only gives one 
satisfaction, as Mr. Galitzer states, to be 
able to determine the precise figures, but 
where books of account are kept on the 
accrual basis, the determination of the exact 
amount of the New York franchise tax can 
be material, as this tax is a deduction 
against net income for the correct compu- 
tation of corporate federal income tax. 

As the limited contributions and the New 
York franchise tax are both unknown, Mr. 
Galitzer uses the simultaneous equation 
method for solving the problem. 

The writer was confronted with this 
“limited contributions deduction and the 
New York franchise tax determination” 
problem a good many years back and 
solved the same by using a simple algebraic 
equation with one unknown. Having been 
required very recently to make these cal- 
culations again, he submits a solution which 
he believes is a shorter method. 

Using the same figures for the subject 
corporation in the examples and solutions 
submitted by Mr. Galitzer, but eliminating 
the assumed New York franchise tax of 
$250 estimated for the current year (not 
required in this writer’s method), we have: 


Total income before deductions $75,000 
Total deductions 69,900 
Tentative income before franchise 

PS eet et . $ 5,100 


New York Franchise Tax 


(Deductions: compensation of officers, 
$35,000; deductible taxes other than fran- 
chise tax, $1,150; contributions made, $1,000; 
all other allowable expenses, $32,750.) 


Except to note that New York requires 
corporations to pay as a franchise tax the 
largest amount determined by three com- 
putations—the one mill tax on “total cap- 
ital,” 5% per cent on “entire net income” 
and the “alternative tax” based on a pre- 
scribed formula—all three computations, 
however, being subject to a minimum tax 
of $25, consideration herein will be re- 
stricted to the “entire net income” and the 
“alternative tax” computations. In _ both, 
the franchise tax for the immediately pre- 
ceding period is deducted from the current 
year’s income and in the problem of the 
subject corporation, the sum of $600 for 
this tax is used. 


Formula 


The formula prescribed for the “alterna- 
tive tax” computation requires the compensa- 
tion of all officers and certain stockholders 
of record or who beneficially own in ex- 
cess of 5 per cent of the corporation’s is- 
sued capital stock to be added to net in- 
come, or if there be a net loss, the net 
loss shall be deducted from such total com- 
pensation. From this amount, a flat exemp- 
tion of $15,000 is deducted and 30 per cent 
of this difference becomes the basis subject 
to the 5% per cent tax. 


By inspection, it can readily be observed 
that finding the amount of the limited con- 
tributions deduction and the New York 
franchise tax require the “alternative tax” 
method to be used, the computation and 
proof of which would be as follows: 
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COMPUTATION 


Let F = franchise tax 
Then the allowable contributions 
= .05(5,100 + 1,000 — F) 
(305 — .05F) 
F = .055 [.3(5,100 + 1,000 — 600 + 
35,000 — 15,000 — 305 + .05F)] 
= .055 .3(25,195 + .0O5F) 
= 055 (7,558.05 + .O1SF) 
= 415.7175 + .000825F 
.999175F = = 415.7175 
F = 416.06, franchise tax 
Substituting 416.06 for F in (A) above 
Allowable contributions = 305 — 
.05(416.06) 


(A) 


305 — 20.80 
284.20 


Proof, allowable contributions: 


Tentative net income before 


New York franchise tax... $ 5,100.00 
Add: Contributions made 1,000.00 
$ 6,100.00 
Deduct: New York franchise 
tax 416.06 
Net income for limited contri- 
butions $ 5,683.94 
x 5% 
$ 284.20 








Proof, New York franchise tax: 


Tentative net income before 


New York franchise tax $ 5,100.00 
Add: Contributions made 1,000.00 
$ 6,100.00 
Deduct: Allowable contribu- 
tions 284.20 
$ 5,815.50 
Deduct: New York franchise 
tax for immediately preced- 
ing period Sarg feo * 600.00 
$ 5,215.80 
Add: Compensation of officers 35,000.00 
$40,215.80 
Deduct: Specific exemption 15,000.00 
$25,215.80 
x 30% 
$ 7,564.74 
x 5%% 
$ 416.06 
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Should the compensation of officers and 
certain stockholders be only $10,000 as used 
by Mr. Galitzer in his variation of the prob- 
lem and revising, as he does, the other 
allowable expenses to $57,750, so that the 
tentative net income be the same, the 5% 
per cent of “entire net income” computa- 
tion will yield the largest tax. The compu- 
tation of such tax and the limitation for 
contributions and proof would be as fol- 


lows: 
COMPUTATION 


Let F = franchise tax 
Then the allowable contributions 
= .05(5,100 + 1,000 — F) 
(A) = (305 — .O5SF) 
= .055(5,100 + 1,000 — 600 — 
SF) 
= .055(5,195 + .O5F) 
= 285.725 + .00275 


305 + 


.99725F = 285.725 


F = 286.51, franchise tax 
Substituting 286.51 for F in (A) above 
Allowable contributions = 305 — 
.05(286.51) 
= 305 — 14.3255 
= 290. 67 


Proof, allowable contributions: 
Tentative net income before New 


York franchise tax $5,100.00 
Add: Contributions made... 1,000.00 
$6,100.00 
Deduct: New York franchise tax 286.51 
Net income for limited contribu- 
tions $5,813.49 
x 5% 
$ 290.67 
Proof, New York franchise tax: 
Tentative net income before New 
York franchise tax......... $5,100.00 
Add: Contributions made ..... 1,000.00 
$6,100.00 
Deduct: Allowable contributions 290.67 
$5,809.33 
Deduct: New York franchise 
tax for immediately preceding 
NOE «Seeks so eee ; 600.00 
$5,209.33 
x 5U% 
$ 286.51 
[The End] 
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Books 


Interest 
to the Tax Man 





Wages and Supplementary 
Pay Plans 


Guaranteed Wage & Supplementary Unem- 
ployment Pay Plans. S. Herbert Unterberger. 
Commerce Clearing House, Inc., 4025 West 
Peterson Avenue, Chicago 30, Illinois. 1956. 


189 pages. $3.50. 


In this authoritative new book, the au- 
thor, a consultant on labor and industrial 
relations, explains the “ins” and “outs” of 
the guaranteed wage issue: advantages, dis- 
advantages, the way a wage plan works, 
how to set up a pay plan, legal problems 
involved, operation, costs and other perti- 
nent tactors. 

Also discussed are such 
What is a “guaranteed annual wage”? How 
did the guaranteed wage plan grow? What 
is the viewpoint of employees, of unions 
and of management? Are plans ever 100 
per cent “guaranteed”? , 


questions as: 


Valuable supplements to the analysis of 
significant angles of the guaranteed wage 
plan are a chart detailing 196 current plans; 
an evaluation of pay-as-you-go v. trust fund; 
an inventory of financial, legal and adminis- 
trative problems involved; and a comparison 
of the pay patterns in the automobile and 
canning industries. 

The full text of the supplemental unem- 
ployment benefit plans of the Ford Motor 
Company, Continental Can Company and 
American Can Company, set out in the ap- 
pendix, may prove of special interest and value. 


Function of Congress 

Congress, Its Contemporary Role. Ernest 
S. Griffith. New York University Press, 
Washington Square, New York, New York. 
1956. 207 pages. $3.50. 

This latest Griffith book (first. published 
in 1950 and now a standard work) treats 


Books 


Congress as it is, not as it has so often 
been represented. The basic approach is to 
assess in broad outline the function of Con- 
gress today, pointing toward an analysis of 
Congress under the Constitution, its place 
in the governmental setting, the way in 
which it is responding to a changing age. 
This the author approaches through three 
principal challenges: world Communism, 
the growing power of selfish special inter- 
ests, and the danger that the authority of 
a technically competent bureaucracy “may 
transform an ostensibly democratic govern- 
ment into a dictatorship of civil service.” 


The importance of the separation-of- 
powers principle today lies in the fact that 
it carries within it the deeper principle of 
responsibility of power. It is the corner- 
stone of executive-legislative relations and 
one of the really great principles which 
determine the nature of our government. 
Each branch must justify its actions to its 
constitutional equal. “Together with our 
federal system and the single-member con- 
stituency, it makes for a system of govern- 
ment in which progress takes place in an 
atmosphere of common consent or at least 
of widespread acceptance. It is unifying 
rather than divisive. To trace the workings 
of this principle in its relationship to con- 
temporary social and economic forces comes 
close to a real understanding of Congres- 
sional behavior.” 


In formal terms, the structure of Con- 
gress remains substantially unaltered from 
early days, except for the direct election 
of senators and the abolition of the Lame 
Duck Congress. Rather, it is changing by 
usage and not by amendment or court deci- 
sion, and these alterations are chiefly within 
the area of executive-legislative relations. 
The greatness of our Constitution lies in 
its fluidity and adaptability, leaving change 
to custom and usage as different social 
forces play upon the government. 
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Congress is constantly struggling with 
the avalanche of business and, to combat 
this, standing committees, subcommittees 
and the rules committees have developed. 
By and large, there has been a measurable 
change in the direction of clarity and fluid- 
ity, the latter most noticeable in the diffusion 
of leadership which allows considerably 
more scope than formerly for the individual 
member. “Things are not always what they 
seem. Nor are smoothness and speed of 
operation by any means the highest rung 
of the hierarchical ladder of values. Given 
things as they are—the nature of the elec- 
torate, the size of Congress, the complexity, 
number, and magnitude of the issues—Con- 
gressional organization and procedure do 
not come off badly, especially when it is 
borne in mind that failure to act may in 
some instances be a deliberately chosen 
wiser course, with procedural devices the 
instrument making such failure to act prac- 
ticable.” A Congressman who takes a stand 
on every issue and thus steps on the toes of 
minorities may not return to Washington. 


Dr. Griffith points out that, even though 
the mutually independent positions of Con- 
gress and the President require that each 
must convince the other before action can 
be taken, each has certain weapons with 
which it can force the other to take its 
views into account. Again, irresponsible 
government does not exist under our Con- 
stitution. 


The most important formal constitutional 
powers of the President are the veto power, 
the power of appointment and patronage 
which, of course, is a derivative of the 
latter. But he may also divert or leave un- 
used funds appropriated by Congress for 
purposes for which he does not approve. 
He has such prestige that he can command 
the headlines any time, and the executive 
branch has extensive access to facts, through 
both experience and extensive research 
bureaus. 

Congress has formidable weapons, too. 
Chief among these are the appropriating 
and investigating powers. The confirmation 
or rejection of presidential appointments 
indicates attitudes. There are also informal 
but direct relationships between Congress- 
men and members of the bureaucracy. And 
Congress too, in recent years, has acquired 
a fairly large permanent professional staff. 

This is by no means a complete listing 
of the devices used to command attention 
and consideration. Nevertheless, the scales 


are relatively even. To look at the other 


294 


April, 1956 ®@ 


side of the coin, there are various proce- 
dures making for executive-legislative co- 
operation, such as Senate confirmation of 
appointments, the requirement of a two-thirds 
vote in treaty ratification, the President’s 
messages to Congress, regular conferences 
between the President and the leadership 
of his party in Congress, the use of mem- 
bers of Congress as representatives at inter- 
national and other conferences, to mention 
a few. Most of these are still in the ex- 
perimental stage. The unifying factor of 
party government is less effective than 
formerly. Therefore, the author believes, 
“proposals working toward greater free co- 
operation between the two branches as be- 
tween equals are in order.” 


In an age of crises that requires prompt 
action on the part of government, both 
internationally and domestically, can Con- 
gress muster the sustained high-level think- 
ing and conduct that the great responsibilities 
require? It is the complex and specialized 
problems that in most industrialized na- 
tions have given the major impetus to a 
growing bureaucratic domination. Congress 
has adapted to its vastly more complicated 
job in three general ways: procedural 
changes, a growth in specialization, and an 
increasing reliance upon technical experts. 
In part, the system of checks and balances 
is on trial and, in part, the issue involves 
the success or failure of representative in- 
stitutions in a struggle with totalitarianism 
for the strength and loyalty of supporters. 

Great changes have taken place since 
1920. The emergency powers of the Presi- 
dent under the Constitution have been 
greatly enlarged, and Congress itself is 
better organized and more streamlined. As 
far as behavior is concerned, we see today 
more and more bipartisanship and nonparti- 
sanship. Congress has shifted to reliance 
on research rather than on controversy as 
the basis for decisions. Education of the 
electorate has increased. And Congress is 
probably at an all-time high in the ability 
and sense of public service and integrity of 
its membership. Dr, Griffith believes that 
these comparatively recent developments 
are more the result of new social trends, 
which are not very likely to be reversed, 
than a matter of personalities. 


The author’s view of the proper future 
development and program of Congress is 


modest. It does not involve a constitutional 
amendment or drastic break with current 
practices. He believes that there should be 
further experiment in the give-and-take of 


executive-legislative relations; the outlook 
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of pressure groups should be channeled into 
the course of the public interest; the economy 
should be kept functioning at an increas- 
ingly high level; the fiscal policy of the gov- 
ernment should be kept under control; the 
current trend toward independence from 
party and cross-voting should be encouraged; 
our government should seek its success in 
equilibrium and balance between branches, 
departments and factions; the vitality of 
our states and localities must be preserved 
and we must intervene in national and 
world affairs when the occasion demands. 


Attracting New Industry 


Getting and Holding Good Employers. Eco- 
nomic Research Department, Chamber of 
Commerce of the United States, Washing- 
ton 6, D. C. 1956. 27 pages. 50¢. 


What must a community do to attract 
and keep good employers? What must em- 
ployers do to merit the support of the 
community? What are the specific responsi- 
bilities of an employer as a community 
citizen? What are the elements favorable 
to getting and holding good employers? 

This report attempts to answer these and 
many similar questions. It does not deal 
with the usual and essential industrial devel- 
opment activities carried on in communities, 
nor with basic resources and facilities such 
as power, water supply, transportation, etc. 
Rather, it emphasizes less tangible but 
equally important factors that affect the 
economic health and growth of both busi- 
ness and the community. These include the 
economic “climate” of the community, that 
is, whether or not restrictive labor practices, 
an inequitable tax structure, inadequate 
schools, etc., exist; special inducements to 
industry, such as tax incentives, plant con- 
struction, subsidies, although there is con- 
siderable disagreement over their effectiveness. 

The final section of the report suggests 
specific activities for assessing the factors 
that affect the mutual well-being of em- 
ployers and other citizens in the community, 
and for developing a climate in which busi- 
ness and the community can grow and 
prosper. 


The Road to Justice 


The American Legal System. Lewis Mayers. 
Harper & Brothers, 49 East 33rd Street, 
New York 16, New York. 1955. 589 pages. 
$6.50. 

This is an account of our legal insti- 
tutions as distinguished from our laws. It 


Books 


is written in nontechnical language explain- 
ing the operation and interrelation not 
merely of city, state and federal courts, but 
also of administrative tribunals, voluntary 
and military. 


A great part of the book is devoted to 
a discussion of the courts’ interrelation be- 
tween the federal judicial power and the 
states’ judicial power. Much of this part is, 
of course, a description of the structure of 
the courts, the procedure of investigation, 
prosecution in criminal proceedings and the 
objectives in civil proceedings. In addition, 
however, the author discusses those other 
functions of our courts which are particular 
to our system, such as the function of the 
courts as a check on the executive depart- 
ment, a check on legislation and a molder 
of law. 


Part 2 discusses administrative tribunals 
and their supervision by the courts. This is 
a field which has been developed rapidly 
in recent years. 


Part 3 is devoted to a description of 
military tribunals, and Part 4 is devoted to 
voluntary arbitration. This section also 
describes the control that the courts have 
over this voluntary process. 


The author has been on the faculty of 
City College of New York since 1936. He 
has served as counsel to a New York State 
Joint Legislative Commission and as re- 
search consultant with the New York State 
Law Revision Commission. 


Appraisal and Valuation Manual 


American Society of Appraisers Appraisal 
and Valuation Manual. American Society of 


Appraisers, 100 West 42nd Street, Suite 
311, New York 38, New York. 1956. 500 
pages. $15. 


This manual is an encyclopedia of ap- 
praisal and valuation knowledge brought 
together in one complete volume by some 
of the leading specialists in the field. There 
are analytical studies and full discussions 
of problems of taxation, assessments, in- 
surance, depreciation, obsolescence, and re- 
placement costs. 


The contents comprise a wide range of 
topics related to every phase of valuation 
and appraisal in all branches of real estate, 
architecture, building construction, public 
works, engineering, insurance, accounting, 
law, taxes, assessments, banking and finance, 
public utilities, industry, commerce, fine arts 


and antiques, plus every facet of government. 
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Articles 


Trusts and Estates Taxation 


This is a review of “The Income Taxa- 
tion of Trusts and Estates,’ by William 
K. Stevens. University of Illinois Law 
Forum, Fall, 1955. 


Mr. Stevens is assistant trust officer, 
First National Bank of Chicago. 


This article presents both a brief and a 
comprehensive. explanation of the changes 
made in the taxation of trusts and estates 
by the Internal Revenue Code of 1954. 


The brief explanation is as follows: “The 
new Code continues to exclude gifts and 
inheritances from gross income and treats 
a trust as a taxpaying entity which is al- 
lowed a deduction for current distributions 
made to the beneficiaries. A new concept 
of ‘distributable net income’ is developed 
which limits the deduction for distributions 
to beneficiaries and the amounts includible 
by them. The ‘conduit principle’ is given 
a statutory basis so that items of income 
includible by beneficiaries retain their in- 
come tax characteristics in the hands of 
the beneficiaries. 

“New provisions regarding the charitable 
deduction are incorporated limiting the de- 
duction to so much of the amounts dis- 
tributed to charity as have gone into gross 
income for the trust. A two-tier system of 
priorities is set forth which requires allo- 
cation of net income to beneficiaries re- 
ceiving net income before beneficiaries 
receiving corpus are taxed. Accumulated 
income distributed in a subsequent year is 
covered by a five-year throw-back pro- 
vision. The Code taxes grantors, as sub- 
stantial owners, on the income of trusts 
on the basis of certain retained powers or 
on the basis of a retained right to have 
income or corpus returned to them, Under 
certain conditions, persons other than 
grantors may also be treated as substantial 


owners.” 


296 


April, 1956 @ 


Digests and Comments 
from Other Periodicals 
eee Staff Prepared 


The author’s expanded explanation of 
the changes effected by the 1954 Code in 
the field of trust and estate taxation repre- 
sents the extent of the answers furnished 
by the Code to “a number of perplexing 
problems which had devolped under prior 
law.” The article poses these problems as 
follows: 


“(1) Was a trust to be treated as a con- 
duit through which income flows to the 
beneficiaries with its income tax character- 
istics unchanged or as a taxable entity 
which produces income? If a trust receives 
a tax-exempt distribution allocable to the 
income beneficiary under trust law, should 
passage of the distribution through the 
trust change its tax status so that it be- 
comes taxable income in the hands of the 
beneficiary? 


“(2) Should the deductibility of an ex- 
pense item depend upon whether the item 
is chargeable to trust income and, in ef- 
fect, reduces the amount of trust income 
available to the current income beneficiary, 
or should the beneficiary receive the benefit 
of such an item as a deduction even though 
it is charged to corpus and does not reduce 
the amount of trust income available to 
him? Under prior law the current income 
beneficiary did not normally receive the 
benefit of an item charged to corpus even 
in the year of termination. 


“(3) Should all trusts be treated alike or 
should there be relatively simple rules ap- 
plicable to ordinary trusts and more complex 
rules applicable to trusts which accumulate 
income, distribute corpus, or make dis- 
tributions to charity? 


“(4) If a distribution is made to charity, 
is the charitable deduction limited to so 
much of the amount distributed to charity 
as has gone into the gross income of the 
trust? If all the income of the trust is 
paid to charity and corpus payments are 
made to beneficiaries A and B, may a 
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charitable deduction be taken which ex- 
hausts the current income, and do A and B 
receive payments tax-free? 


“(5) In a situation where different bene- 
ficiaries receive different types of payments, 
é.g., a portion of the ordinary income to 
beneficiary A, an annuity to beneficiary 
B, and corpus distributions to beneficiary 
C, should there be a system of priorities 
in computing the income allocable to each? 


“(6) How should income accumulated in 
one year and distributed in a subsequent 
year be treated? Were the pre-sixty-five 
and post-sixty-five day rules adequate? 


“(7) What criteria should be used for 
determining when a grantor has retained 
such dominion and control over a trust 
that his being taxed on the trust income is 
warranted? Should appropriate criteria be 
established by legislation or by judicial de- 
cisions and Treasury regulations? 


“(8) Should a person other than the 
grantor who has the power to obtain trust 
income or corpus be taxed with the trust 


income?” 


State Valuation 
of Closely Held Business Interests 


This is a review of ‘Some Thoughts on 
the Valuation of Closely Held Business 
Interests,"’ by Adrian A. Kragen. Cali- 
fornia Law Review, December, 1955. 


Mr. Kragen is a professor of law, Uni- 
versity of California, Berkeley. 


This article, among other things, would 
eliminate the “guesstimates” from the valua- 
tion of closely held business interests for 
taxation purposes. The article is directed 
specifically at practices in California, but 
the thinking is applicable to other juris- 
dictions as well. 


Using language common to many’ in- 
heritance tax laws (and “not substantially 
different from the methods provided statu- 
torily for the valuation of property for 
property tax purposes”) California’s in- 
heritance tax statute states: “The tax is 
computed upon the clear market value 
of the property transferred x 

In theory, clear market value is that 
price arrived at by a willing seller and a 
willing buyer. In practice, it is what the 
tax assessor says it means in a particular 
case. In a closely held stock situation, the 
absence of a substantial number of bona 


Articles 


fide sales makes any theoretically pure de- 
termination of clear market value a fiction. 
This leaves valuation to the uncontrolled 
judgment of the appraiser or the court. 


Why confuse everyone with the use of 
the term “market value,” the author asks. 
“Should not the statutory criterion be value 
as determined by the appraiser from a 
consideration of specified factors? Maybe 
we should provide that the value shall be 
as determined from these factors with a 
reservation that if anyone believes other 
factors to be proper for consideration in the 
particular case, the burden of showing such 
factors should be on the party supporting 
that position, whether it be the state or the 
taxpayer.” 


The author relates the fact that federal 
cases have held with the reguiations, which 
require, where bona fide sales are absent, 
an examination of such relevant factors 
as yield, net worth, earning power and 
comparison with listed stock of similar 
corporations. He cites Estate of Mont- 
gomery, 12 TCM 1380 (1953), where the 
Tax Court included the following factors 
among those to be taken into consideration: 
(1) book value of the stock, (2) earnings, 
(3) history, (4) dividend record, (5) other 
sales, (6) management and (7) the opinion 
of expert witnesses. 


The author states his belief that “until we 
find a more adequate method for the valua- 
tion of closely held business interests, we 
should take the position that bona fide 
sales close enough to the date of the de- 
cedent’s death to be pertinent should be 
controlling as to the value of the interest. 
If there are no sales close to the date of 
death, an effort should be made to ascer- 
tain the facts necessary for an adjustment 
of the sale price on the basis of the de- 
velopments since the date of the last sale.” 


A second problem upon which the article 
discourses is that of the valuation of closely 
held business interests where interests are 
subject to restrictions on their disposal. 


Two contrary rules exist here—the fed- 
eral rule and the Pennsylvania rule. 


The federal rule is that the option price 
controls where there is an irrevocable agree- 
ment to buy or sell, in the absence of some 
evidence of an attempt at tax evasion. The 
Pennsylvania rule holds that such an agree- 
ment does not control the state, but that 
it will be considered along with other 
evidence. 


The result of the application of the 
Pennsylvania rule in a recent case in that 
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state, McClure Appeal, 347 Pa. 481, 32 Atl. 
(2d) 885 (1943), was the “upholding of a 
value of $15, despite admittedly expert 
testimony that the value would not exceed 
$8 in view of the restrictions.” 


Where there is evidence of the good faith 
of the parties and of adequate considera- 
tion for the agreement, the author can see 
no reason for the adoption of the Pennsyl- 
vania rule in California. 


Bad News on Discount Obligations 


This is a review of “Discount Obliga- 
tions—Capital Gain or Ordinary In- 
come,"' by Melvin M. Greenberg. Miami 
Law Quarterly, Fall, 1955. 


Mr. Greenberg is a member of the 
Florida bar. 


Like the alchemists of old, who continu- 
ously sought a method of transmuting base 
metals into gold, the tax experts of today 
search for the sure method of converting 
ordinary income into capital gain. This 
article discusses one vehicle through which 
the transmutation is sought. That vehicle: 
discount obligations. 


One of the reasons for the attempt to 
utilize discount obligations is the uncer- 
tain status accorded them under Section 
117(f) of the 1939 Code. This section still 
applies to discount obligations issued prior 
to December 31, 1954. The article deals 
with such discount obligations, since Sec- 
tion 1232 of the 1954 Code has unravelled 
the puzzle for later-issued discount obli- 
gations, providing that on the sale or ex- 
change of certain discount obligations, the 
gain attributable to an original issue dis- 
count will be considered as gain from the 
sale or exchange of property which is not 
a capital asset. 

The result of the author’s scholarship is 
disappointment for those who would con- 
vert their income from discount obligations 
into capital gain. 

To introduce his analysis, the author as- 
sumes the following situation: “A taxpayer 
purchases a bond issued by a corporation, 
it is a capital asset in his hands. The bond 
is issued to the taxpayer at an original dis- 
count. In the following transactions, is 
ordinary income or capital gain realized 
by the taxpayer?” 


Three situations are posed. In two, the 
taxpayer holds the bond to maturity when 
it is redeemed by the corporation. In the 
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first of these, the bond was not issued with 
interest coupons or in registered form, In 
the second, the bond was issued either with 
interest coupons or in registered form. In 
the third situation, the taxpayer makes 
a bona fide sale of the bond to the third 
party one day before maturity. (The author 
says that in this situation it should make 
no difference whether the bond was issued 
with interest coupons or in registered form, 
since there was an actual sale.) 


Capital gain fails to materialize from the 
first situation, because the bonds, not hav- 
ing interest coupons or being issued in 
registered form, fail to fall within the ambit 
of Section 117(f). Without Section 117(f), 
the redemption of a bond is neither sale 
nor exchange, according to the Supreme 
Court in U. S. v. Fairbanks, 306 U. S. 436 
(1939). Without a sale or exchange, there 
cannot be capital gain. 


In the second situation, the bond, of 
course, falls within Section 117(f), since 
it either had interest coupons or was issued 
in registered form. However, argues the 
author, the discount obligation is still not 
subject to capital gain, and here he goes 
contrary to the decision of the Sixth Circuit 
in Commissioner v. Caulkins, 144 F. (2d) 482 
(1944). The author likens the discount to 
interest, which is taxable as ordinary in- 
come. While the retirement of a bond or 
other security under Section 117(f) is a 
“sale or exchange,” it is no more than that. 
If the gain is to be capital, the discount 
must be a capital asset, and this it is not. 
Therefore, states the author, “the discount 
should be treated as ordinary income.” 


In Caulkins, the Tax Court and the Sixth 
Circuit held that the gain realized is capital 
gain. The Internal Revenue Service, how- 
ever, takes the position that the gain is 
ordinary income (Rev. Rul. 55-136). The 
author states that an “audit of an income 
tax return in which such a gain has been 
treated by the taxpayer as capital gain will 
be certain to result in litigation if the tax- 
payer persists in his contention.” The author 
feels that the remaining circuits will not 
follow the Sixth Circuit and that the Tax 
Court may reverse its position. 


In the third situation, the author agrees 
with the Tax Court in its decision in Paine 
v. Commissioner, 23 TC 391 (1955). In that 
case, considering the sale before maturity 
of a nonregistered discount note, the court 
concluded the increment was interest and, 
therefore, ordinary income. 
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Net Worth Assessments . . . 
Deductible Expenses 


Canadian Tax Letter 


Net Worth Basis 


Dual assessments on net worth basis 
result in double taxation. 


The appellant, an ex-restaurant operator 
and ex-bookie, found himself faced with an 
arbitrary assessment. The Minister set up 
an “increase in net worth statement” cover- 
ing the period from 1940 to 1945 and an- 
other similar statement covering the 1946 
to 1950 period. A rather peculiar situation 
arose when these two Ministerial statements 
were examined together. The 1940 to 1945 
statement listed some $30,000 as cash on 
hand at the end of the period covered, yet 
the 1946 to 1950 statement failed to include 
this amount at the beginning of its period. 
Apparently between the end of 1945 and 
the beginning of 1946 the $30,000 had dis- 
appeared. The taxpayer appealed against 
the assessment arising from the 1946 to 1950 
net worth statement, claiming that in fact 
he did have the disappearing cash on hand. 

The Appeal Board allowed the appeal. 
The taxpayer submitted evidence to prove 
that he habitually kept large sums of cash 
on hand and that he did have such sums at 
the relevant times. The board did not con- 
sider it necessary that the exact amount of 
cash on hand be established. The Minister’s 
1940 to 1945 net worth statement conceded 
that this amounted to somewhat more than 
$30,000 at the end of 1945. The Minister 
failed to explain how or why this cash had 
evaporated before the beginning of the 1946 
to 1950 period.—No. 305 v. Minister of Na- 
tional Revenue, 55 DTC 655. 


Deductible Expenses 


Musician—sometime employee, some- 

time free-lance. 

A Vancouver musician, employed more or 
less regularly by two orchestra leaders, 


sought to deduct certain expenses from his 
taxable income. In addition to his employ- 


Canadian Tax Letter 


ment with the two orchestras, the taxpayer 
played with several other orchestras and 
earned income as the leader of a trio and as 
a member of a quintet. The expenses 
claimed as a deduction were the usual ones 
in “professional musician” appeals. The 
Minister disallowed the deduction on the 
basis that the taxpayer was an employee. 

In allowing the appeal in part, the Appeal 
Board concluded that, in effect, the musi- 
cian was a sometime “employee” and a 
sometime “free-lance.” The expenses laid 
out to earn his free-lance income (when 
not employed by an orchestra) were de- 
ductible. Those incurred to earn his em- 
ployee income were not deductible.—Blunt 


v. Minister of National Revenue, 56 DTC 73. 


Company Must Exist 
Before It Can Spend 


Expenses incurred prior to incorpora- 
tion are not deductible. 


The appellant corporation acquired a 
cement block business formerly operated 
as a proprietorship. After the proprietors 
decided to incorporate, some delay ensued 
during which time the business “carried 
on.” The corporation sought to deduct 
the ordinary business expenses incurred 
during this “delay period.” The Minister 
disallowed the deduction on the ground 
that the claiming corporation had not in- 
curred the expense claimed. 

The Appeal Board dismissed the appeal. 
At the time the expense was incurred, the 
taxpayer was nonexistent and the expense 
could not have been incurred by a nonexist- 
ing entity. Nor could the shareholders in 
the appellant corporation, who actually were 
the ones who did make the expenditures, be 
considered to be acting as the agents of the 
appellant.—Boah Construction Company Ltd. 
v. Minister of National Revenue, 56 DTC 36. 
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Tax-Wise 


Meetings of Tax Men 


Chamber of Commerce of the United 
States——During the Forty-fourth Annual 
Meeting of the Chamber of Commerce of 
the United States, to be held in Washing- 
ton, D. C., April 29-May 2, two special 
luncheons with taxation themes will be 
featured. The first, on April 30, will deal 
with the topic “Saving Your Tax Dollar,” 
while the May 1 luncheon-discussion will 
spotlight “Your Future Taxes.” Reserva- 
tions, at $5 for each of these sessions, may 
be made by contacting the Chamber of 
Commerce of the United States, at 1615 H 
Street, N. W., Washington 6, D. C. 


Pennsylvania State University. — The 
Tenth Annual Pennsylvania Tax Institute 
of Pennsylvania State University, State 
College, Pennsylvania, will be held May 
27, 28 and 29. Inquiries should be directed 
to Michael D. Bachrach, Chairman, 2316 
Farmers Bank Building, Pittsburgh 22, 
Pennsylvania. 

North American Gasoline Tax Confer- 
ence.—The annual meeting of the North 
Eastern Region of the North American 
Gasoline Tax Conference will be held May 
9-11 at the Hotel du Pont, in Wilmington, 
Delaware. Topics for include 
state and federal legislation, and the special 
fuels tax problem. 

Tax Executives Institute, Inc., Indiana 
Chapter.—The April meeting of the Indi- 
ana Chapter, Tax Executives Institute, 
Inc., is scheduled for April 10 at the Marott 
Hotel, in Indianapolis. It will be held in 
conjunction with the usual dinner session, 
at 6p. m. Kermit Parrish, CPA, will speak 
on “1956 Revenue Code Changes.” 


discussion 


Facing Facts 


Harold W. Metz, former senior staff 
member of The Brookings Institution, sum- 
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Taxes... 
Tax People... 
Things Taxed... 


marized in the February, 1956 Tax Review 
the major objectives expressed in the re- 
port to Congress of the Second Hoover 
Commission. Goals directly important to 
tax men include recommendations for elim- 
ination of subsidies and for preservation of 
private industry. 

The commission found numerous subsi- 
dies to special-interest groups—at the gen- 
eral taxpayer’s expense. Since the public 
is often unaware of these subsidies, no op- 
position to them develops. Mr. Metz cited 
subsidy-elimination recommendations in the 
commission’s report on lending agencies 
and noted that, reporting on water re- 
sources and power, the commission “pro- 
vided that on all Federal power projects the 
Federal Power Commission should fix the 
rates for which Federal power is sold so 
as to cover all economic costs of produc- 
ing the power—including the equivalent of 
taxes paid by private industry.” 

Regarding preservation of private enter- 
prise, the author—who had served on the 
First Hoover Commission—noted that about 
one fourth of the 1955 reports offer recom- 
mendations for termination of government 
competition with private industry. Some 
2,500 separate government businesses are 
operating; the commission expressed the 
view that about 1,000 of them could be 
eliminated. 


State Tax News 


Alabama.—Senate-passed S. B. 19 would 
fix a 5 per cent rate ceiling on all sources 
of individual and corporation net income, 
and income would not be deemed property 
for ad valorem tax purposes. This amend- 
ment to the state constitution would be 
voted on by popular referendum at the next 
general election. Contingent on adoption, 
S. B. 20 would provide a tax increase to 
5 per cent on net income of domestic corpo- 
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rations and foreign corporations doing busi- 
ness in Alabama. 


California—On February 1, the state 
board of equalization ruled that a taxpayer 
on the accrual basis must include in gross 
income amounts retained in a loss reserve 
account by a finance company to which it 
had sold its conditional sales contracts.— 
Appeal of Superior Motor Sales, Inc. 

In Security-First National Bank of Los 
Angeles v. Franchise Tax Board, the Cali- 
fornia Superior Court recently upheld con- 
stitutionality of the franchise tax on national 
banks and the method of its computation. 


Colorado.—The 20 per cent income tax 
credit to individuals and corporations has 
been extended to calendar year 1956 or 
fiscal years beginning in 1956. 


Kentucky.—The governor has asked the 
second special session (convened March 9) 
for an additional two-cents-per-gallon tax 
on motor fuel used by heavy-equipment oper- 
ators. 

Maryland.—The corporation net income 
tax has been raised by an extra 0.5 per cent 
to finance a Maryland Port Authority. 


For years after 1954, personal income tax 
blind and longevity deductions have been 
reduced to $800; exemptions for dependents 
over 65 have been increased from $600 to 


$800. 


Massachusetts.—Under the terms of a 
newly enacted law, the commissioner is no 
longer required to give notice annually that 
personal income tax returns are due (H. B. 


108). 

Mississippi.—The governor approved H. B. 
262 and H. B. 264, concerning the exemp- 
tion of the income of retirement trusts and the 
deductibility of contributions to retirement 
plans, effective February 28, 1956. 


New York.—The personal income tax 
reduction bill (S. 1523, adding Section 351-h 
to the tax law) has been vetoed by Gover- 
nor Harriman, and the veto has been sus- 
tained by the senate. The addition would 
have granted a reduction, based on a 
sliding-scale percentage, on the first $400 of 
personal income taxes. The governor’s own 
proposal of a $5 reduction for the taxpayer 
and each of his dependents had been de- 
feated earlier in the senate. 


Under proposed senate bills: 


For purposes of determining dependency 
credits, chief support of an individual would 
be treated as received from the taxpayer 
if no person had contributed over half of 
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such support; the taxpayer had contributed 
over 10 per cent; and others who had con- 
tributed over 10 per cent filed a written 
declaration to the effect that the individual 
would not be claimed as a dependent. 


A temporary state commission would be 
created to study tax duplication and over- 
lapping of statutes—federal, state and local 
—and to provide a program and legislation 
for a more equitable tax system. The com- 
mission would report by February 15, 1957. 


Pennsylvania.—Originally termed a “pur- 
chase tax,” the new “selective sales and use 
tax” enacted in Pennsylvania points up the 
growing ingenuity of revenue-hungry state 
governments. That the new tax is actually 
a sales tax in reverse is particularly inter- 
esting in view of the fact that Pennsyl- 
vania’s governor campaigned with a promise 
to abolish the sales tax and, anticipating a 
manufacturers’ excise tax, allowed the old 
1 per cent sales tax to die. 

The new tax is levied on a wide assort- 
ment of specified taxables, ranging from 
building materials to live fish, from aircraft 
to TV sets. In the 32 states which levy a 
general sales tax, personal property not 
specifically exempt is taxable; under the 
Pennsylvania statute, anything not specif- 
ically taxed is exempt. 

Imposed at the rate of 3 per cent, the 
new tax became effective immediately upon 
passage March 7. Sellers who are subject 
to the tax (and who wouldn’t be?) are re- 
quired to secure a license, the fee for which 
is $2, from the department of revenue within 
30 days after the effective date. 

Beginning July 1, 1956, payment of the 
tax must be evidenced by the cancellation 
of prepaid tax receipts, which may be 
purchased by the seller at a discount of 2 
per cent on amounts of $25 or more. Re- 
turns and payment of the tax are due 
monthly on or before the last day of the 
month. The first return is due April 30, 
1956. The act also provides for annual re- 
turns, which must be filed by January 31. 
To add to the turmoil, the attorney general 
has advised manufacturers and wholesalers 
to keep records of sales because he thinks 
that the tax may be applicable to them. 


H. B. 1880, which would have advanced 
the due date of the capital stock tax, has 
been vetoed. 

Thus, the tentative capital stock and 
franchise tax return and payment of 80 per 
cent of estimated tax for the 1956 
will not be required. 


year 
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The regular capital stock tax return of do- 
mestic corporations and the franchise tax 
return of foreign corporations for the calen- 
dar year 1955, together with payment of 
the tax, were due on or before March 15, 
1956. No extension of time has been granted 
for the filing of the returns. 

The governor did approve H. B. 1591, 
which postponed the effective date of the 
manufacturing exemption for another year. 
It will not apply until after 1957. Also, the 
gross-receipts factor of the franchise tax 
apportionment formula is amended to pro- 
vide that gross receipts shall not include 
receipts from the sale, redemption or ex- 
change of securities, except those held by 
the taxpayer primarily for sale to customers 
in the ordinary course of business. 

A 6 per cent corporation net income tax 
rate has been levied for 1956 and 1957, by 
H. B. 941 as amended, approved by the 
governor. In applying the allocation for- 
mula, corporations doing business inside 
the state and outside it may omit from 
gross receipts money from the sale, redemp- 
tion, maturity or exchange of securities 
other than those held for sale in the ordi- 
nary course of business. 

Beginning with 1956, a corporation may 
exclude from its tax base net income de- 
rived from an out-of-state business or prop- 
erty which bears no relation to exercise of 
the franchise in the state. In 1956 and 1957, 
corporations will pay either 3 per cent of 
net income reported for the preceding year 
or 12 per cent of net income received during 
the first three months of the current year 
at the time the tentative report is filed. The 
director of corporation taxes has asked cor- 
porate taxpayers to disregard the rates on 


the tentative corporate net income tax form 
and, instead, to pay at the above-mentioned 
rates. 


The hotel occupancy tax levied by H. B. 
2010 became effective March 17, with the 
first returns due May 20 from hotels, mo- 
tels, tourist homes and rooming houses. 
The tax came out in final form as a flat 3 
per cent charge on transient rooms. 


A proposal is under consideration (H. B. 
2027) which would consolidate motor vehi- 
cle fuel taxes. Diesel fuel, kerosene, fuel 
oil, gas, oil and tractor fuel would be tax- 
able under the liquid fuel tax act, along 
with other petroleum natural gas products. 
The fuel use tax act would be repealed. 


South Carolina.—With passage of S. B. 
539, effective March 9, the federal rule for 
depletion allowances is adopted. The amount 
allowed as an income tax deduction as to 
mines, oil and gas wells, and other natural 
deposits shall be the same as is allowed 
under federal Code Sections 611-613, and 
applicable regulations. Subsequent amend- 
ments to that Code will not affect this law. 


Virginia.—S. B. 180, which has passed the 
house, provides that in computing the prop- 
erty passing to a beneficiary for purposes 
of inheritance taxes, there shall be excluded 
the value of any annuity or survivor's 
benefit payable under the federal Railroad 
Retirement Act. 


Fees for carriers for rent or hire weigh- 
ing over 18,000 pounds are sharply in- 
creased, effective April 1, 1957. 


Under pending H. B. 713, the amount of 
a retailer’s purchases in the next preceding 
year would determine his license tax rate. 


City Tax Calendar... 


May 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and pay- 
ment due. New York: New York City 
gross receipts tax reports and payment due. 
Pennsylvania: Erie employer withholding 
reports and payment due; Philadelphia 
School District general business tax re- 
ports and payment due; Philadelphia in- 
come tax reports and payment on net 
profits or income due; Philadelphia mer- 
cantile license tax due; Scranton income 
tax second installment due. Washington: 
Seattle occupation tax reports and pay- 
ment due; Tacoma occupation tax reports 
and payment due. 
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May 20—Louisiana: Baton Rouge sales and 
use tax reports and payment due; New 
Orleans sales and use tax reports and 
payment due. 


May 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


May 31—Ohio: Cincinnati employer with- 
holding reports and payment due; Day- 
ton employer withholding reports and 
payment, if more than $100, due. Penn- 
sylvania: Philadelphia income information 
reports due. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: May 7—Property tax second 
semiannual installment due (last day). 
May 20—Property reports due (last day). 


ARKANSAS: May 15—Corporate income 
and information reports and first install- 
ment of tax due.—Partnership income re- 
ports due.—Personal income and informa- 
tion reports and first installment of tax due. 


CALIFORNIA: May 28—Property reports 
due (last day). 

COLORADO: May 1—Franchise tax re- 
ports and payment due.—Property reports 
due (last day). 

IDAHO: May 14—Property reports from 
car companies (except sleeping car com- 
panies), railroads, transmission lines, tele- 
phone and telegraph companies, and pipe- 
line companies due. 


ILLINOIS: May 1—Personal property tax 
due in Cook County.—Real property tax 
semiannual installment due in Cook County. 


INDIANA: May 1—Property reports from 
railroad car companies due. May 7— 
Property tax semiannual installment due. 
May 15—Property reports due (last day). 

IOWA: May 1—Property reports of elec- 
tric transmission line, telephone and _tele- 
graph, electric light and power, gas, 
waterworks and street railway compa- 
nies due. 

LOUISIANA: May 15—-Corporate income 
reports and first installment of tax due.— 
Personal income reports and first install- 
ment of tax due. 


MICHIGAN: May 15—Corporation privi- 
lege tax reports and payment due (last 
day). 

MINNESOTA: May 31—Property tax first 


semiannual installment due. 


MISSISSIPPI: May 1—Property tax second 


installment due. 


State Tax Calendar 


MISSOURI: May 1—Property reports from 
utilities due. May 7—Property reports 
from merchants and manufacturers due. 


MONTANA: May 31—Foreign corpora- 
tion reports to county due (last day).— 
Property tax semiannual installment due. 


NEBRASKA: May 1—Real property tax 


first installment due. 


NEW HAMPSHIRE: May 1—Personal 
income tax reports and payment due. 


NEW JERSEY: May 1—Property tax 


quarterly installment due. 


NEW MEXICO: May 1—Franchise tax 
due.—Property tax semiannual install- 
ment due. 


NEW YORK: May 15—Franchise (in- 


come) reports and first installment of 
tax due. 


NORTH DAKOTA: May 1—Property re- 


ports from utilities due. 


OREGON: May 15—Property tax quar- 


terly installment due. 


RHODE ISLAND: May 1—Corporation 
(income) tax reports and payment for 
calender year due.—Franchise reports for 
calendar year due. 


SOUTH CAROLINA: May 


utility franchise tax due. 


SOUTH DAKOTA: May 30—Domestic 


corporation reports due (last day). 
TEXAS: May 1—Franchise tax due. 
VERMONT: May 15—Bank income (fran- 


chise) tax report and payment due.—Cor- 
poration income tax reports and payment 
due. 


VIRGINIA: May 1—Income information 
reports from individuals due.—Individual 
income reports due.—Intangible property 
reports due.—Partnership income reports 
due.—Proeperty reports from car compa- 
nies, car trust and mercantile companies 
and express companies, and pipeline trans- 
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mission, railway, canal, steamship, tele- 
phone, telegraph, water, heat, light and 
power corporations due.—Tangible per- 
sonal property reports due. 
WASHINGTON: May 1—Property re- 


ports from private car companies due. 


WEST VIRGINIA: May 31—Property tax 


semiannual installment due (last day). 


WISCONSIN: May 1—Property reports 
of street railway, light, heat, power, air 
carrier, conservation and regulation, and 
pipeline companies due. May 25—Prop- 
erty reports due. 


WYOMING: May 1—Property reports from 
railroads due. May 10—Property tax 
semiannual installment due. 


| WASHINGTON TAX TALK—Continued from page 230 


nomic interest in the oil in place. Proximity 
of the upland owners, combined with the 
effect of state law requiring that the oil be 
recovered only from wells slanted from the 
uplands, made the owners essential parties 
to any drilling operations and entitled them 
to percentage depletion on their shares of 
income from production. 

A challenge to the Revenue Service’s net 
worth approach to the indictment and con 
viction of tax evaders was defeated in Cos- 
tello v. U. S., 56-1 ustc § 9321, aff’g 55-1 
ustc § 9342, 221 F. (2d) 668 (CA-2). A 
federal grand jury had indicted Costello 
solely on the basis of evidence submitted 
by three government agents. Although the 
government’s case was built up at the trial, 
Costello moved to dismiss the indictment, 
since the agents’ testimony before the grand 
jury was only hearsay. The motion was 
denied and the defendant was convicted. The 
Second Circuit affirmed, holding the indict- 
ment valid even though based on hearsay 
evidence. The Supreme Court affirmed, 
holding there was no violation of the Fifth 
Amendment, since the latter does not pre- 
scribe the kind of evidence upon which 
grand juries must act. The Court, further, 
saw no need to establish a rule permitting 
defendants to challenge indictments on the 
ground that they are not supported by ade- 
quate or competent evidence. 


Exemption from taxation of “pri- 
vate placement” promissory notes was af- 
firmed by the Court in U. S. v. Leslie Salt 
Company, 56-1 ustc § 9319, aff’g 55-1 ustc 
§ 49,073, 218 F. (2d) 91 (CA-9), The salt 
company had borrowed $1 million from one 
insurance company and $3 million from an- 
other. Evidence of the debt, in each case, 
was by a non-negotiable promissory note 
for the full amount, maturing in 15 years. 
Underlying each note was an agreement 
containing elaborate provisions for the pro- 
tection of the note holders. The notes were 
held not to be debentures or certificates of 
indebtedness within the meaning of 1939 
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Code Section 1801, and their issuance, there- 
fore, was not subject to stamp tax. 


The Commissioner 


The taxpayer must stand full responsi- 
bility for the accuracy of his return. Com- 
missioner of Internal Revenue Russell C. 
Harrington has emphasized that there is no 
special handling of income tax returns pre- 
pared for taxpayers by Internal Revenue 
Service agents, or for those in which partial 
assistance has been given. “Taxpayers who 
have received such official assistance should 
be just as careful to retain financial records 
which relate to their returns as any other 
taxpayer,” cautions the Commissioner. 

Rev. Rul. 56-86.—The 
Service has served notice that gifts of 
stock to minors may be challenged for 
income tax purposes even though they may 
have been recognized for gift tax purposes. 


In 1954, in Rev. Rul. 54-400, the Service 
held that a gift to a minor would not be 
considered a gift of a future interest just 
because state law precluded the donee from 
taking title in his own name. Touching on 
the same point recently, Rev. Rul. 56-86 
deals with Colorado law, described as re- 
quiring the stock to be put in a third 
person’s name and then making the income 
available for support and education of the 
minor. Any unspent balance would be 
turned over to the minor when he comes 
of age, or be included in his estate if he 
dies, along with the stock itself. The 
Service holds this will be recognized as a 
completed gift for purposes of the annual 
exclusion; the same rule will be applied in 
other states having comparable laws. 


Internal Revenue 


Winding up the ruling, this significant 
sentence appears: “The income tax con- 
sequences of such a transfer are still under 
consideration by the Internal Revenue Service.” 


The ruling is a follow-up of the passage 
of a uniform law in Colorado and seven 
other states. 
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Federal Tax Calendar 


May 15— 


Due date of deposit by employer with a 


6033, to file information return for 1955. 
(Regulations 118, Section 39.153-1.) 


federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax withheld under Section 
1401 and (3) employer’s tax under 
Section 1410 where, during the pre- 
ceding month, the aggregate of such 
amounts exceeded $100. If an employer 
pays wages to agricultural labor sub- 
ject to taxes under (2) and (3) above, 
he will make a separate computation 
for this group to determine whether 
the $100 minimum has been exceeded. 


(Regulations 120, Section 406.606.) 
Form 450 (depositary receipt). 


Due date, by general extension, of returns 
for year ending November 30, 1955, in 
the case of (1) foreign partnerships, (2) 
foreign corporations which maintain an 
office or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States and 
(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty out- 
side the United States. (Code Sections 
6081 and 6051; Regulations 118, Sec- 
tion 39.53-3(a).) Forms: (1), Form 
1065; (2)-(4), Form 1120; (5), Form 
1040. 


Last day for a calendar-year organization 
exempt from tax under Code Section 
501, unless specifically exempted from 
filing annual returns by Code Section 


Form 990, except that Form 990-A is 
prescribed where exemption is claimed 
under Code Section 501(c) (3). 


Monthly information return of stockhold- 


ers and of officers and directors of 
foreign personal holding companies due 
for April. (Code Section 6035.) Form 
957. 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold dur- 
ing preceding month. (Regulations 71, 
Section 113.142.) 


May 31— 


Due date for payment of the following 


excise taxes for April to an authorized 
depositary, if such taxes reportable for 
April exceeded $100: taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; transpor- 
tation of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
(Regulations Section 477.4.) Form 537 
(depositary receipt). 
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